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The  Plan 

Practical  men,  thru  long  experience,  have  discovered 
successful  methods  of  organizing,  directing,  controlling,  and 
carrying  on  the  varied  activities  of  business. 

The  principles  underlying  these  successful  methods  have 
now  been  determined,  verified  by  investigation  in  every 
phase  of  business  practice,  organized,  and  so  presented  and 
illustrated  by  the  LaSalle  Problem  Method  that  they  can  be 
quickly  grasped  and  readily  applied  by  everyone  in  business. 

This  plan  affords  a  complete  executive  training  to  those 
desiring  it,  while  to  those  experienced  in  management  it  sup¬ 
plies  a  valuable  reference  and  consultation  service.  The 
complete  Training  Plan  and  Service  includes: 

100  Executive  Manuals  (bound  in  48  volumes)  which  state, 
explain,  and  illustrate  the  fundamental  business  principles 
as  applied  in  actual  business  practice. 

100  Special  Problems  selected  from  a  wide  range  of  busi¬ 
ness  experience  and  so  organized  that  their  solution  develops 
greater  ability  in  the  practical  application  of  fundamental 
principles. 

Instruction  and  Consultation  Service  given  by  men 
whose  special  training  and  business  experience  enable  them 
to  supply  personal  help  and  individual  counsel  and  advice. 

100  Executive  Reports  which  analyze  the  situation  as 
presented  in  each  Special  Problem,  clearly  illustrate  the 
application  of  the  principles  involved,  and  serve  as  general 
reference  reports. 

Confidential  Reports  on  personal  business  problems  pre¬ 
pared  by  the  Research  Staff  of  LaSalle  Extension  University. 

24  Lectures  selected  by  individual  choice  from  a  broad 
series  covering  selling,  accounting,  banking,  retail  mer¬ 
chandising,  etc. 

A  Monthly  Business  Bulletin  which  analyzes  the  current 
trend  of  business  conditions. 

Personal  Efficiency,  a  monthly  magazine  of  better  business. 

To  assist  you  in  getting  the  utmost  personal  benefit  that 
a  full  utilization  of  this  Plan  makes  possible,  the  Instruction, 
Consultation  and  Research  Staffs  of  the  entire  University  are 
available  at  all  times. 
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EFFICIENT  BUSINESS  FINANCING 
Part  I 

Providing  and  Controlling  Working  Capital 

FINANCING,  along  with  producing  and  selling,  is  a 
major  function  of  business  management.  It  aims 
to  provide  the  working  capital  needed  in  meeting 
pay  rolls,  in  buying  materials  and  supplies,  and  in  taking- 
care  of  all  other  current  expenses  of  the  business,  and  to 
do  this  at  the  least  cost  of  borrowed  funds.  Financing 
is  also  responsible  for  the  provision  of  funds  needed  for 
payments  of  all  fixed  expenses,  such  as  interest  on  out¬ 
standing  bonds,  and  for  the  purchase  of  land,  buildings, 
and  equipment  used  in  expanding  the  business.  In  fact, 
business  financing,  broadly  defined,  covers  every  angle  of 
the  use  of  money  and  credit  in  the  operation  and  de¬ 
velopment  of  a  business,  including  the  extension  of  credit 
to  customers,  and  collections. 

Financing  the  Start  of  a  New  Business.  At  the  start  of 
a  new  business,  an  important  aim  of  financing  is  to  make 
sure  that  enough  capital  is  provided  so  that  the  develop¬ 
ment  of  the  business  will  not  be  handicapped  by  lack  of 
funds.  Many  new  business  concerns  start  out  with  too 
small  an  amount  of  capital  to  carry  them  thru  to  the 
point  where  current  income  takes  care  of  current  outgo. 
This  is  one  of  the  principal  reasons  for  so  many  business 
failures  among  young  concerns.  Many  young  business 
concerns  find,  as  they  begin  to  expand  their  volume  of 
business,  that  they  need  more  capital  for  expansion  but 
have  reached  the  limit  of  their  borrowing  capacity.  Then 
they  either  have  to  prevail  upon  many  of  those  from 
whom  they  buy  to  carry  them  on  a  long-time  credit  basis, 
or  to  enlist  new  capital  in  the  business,  as  by  issuing 
and  selling  more  capital  stock. 
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How  to  make  the  right  choice  between  various  possi¬ 
ble  ways  of  providing  new  capital  funds  in  the  develop¬ 
ment  of  a  business  is  one  of  the  more  important  problems 
in  financing  a  business.  It  will  be  covered  in  detail  when 
we  come  to  the  larger  section  of  this  course  on  financing 
a  business.  This  preliminary  survey  of  financing  prob¬ 
lems  will  deal  mainly  with  the  provision  and  control  of 


The  Flow  of  Funds  in  a  Business  Enterprise 
Where  they  come  from: 

1.  Investment  in  the  Business. 

2.  Borrowings  (Including  Credit  from  Suppliers). 

3.  Receipts  from  Sales  of  Merchandise,  Services, 
and  Assets. 

4.  Returns  from  Outside  Investments. 

5.  Gifts  to  the  Enterprise. 

Where  they  go  to: 

1.  Wages,  Salaries,  Commissions,  Bonuses,  etc. 

2.  Purchase  of  Materials,  Merchandise,  Supplies,  and 
Services. 

3.  Operating  Expenses  (Including  Heat,  Light, 
Power,  Taxes,  Insurance,  etc). 

4.  Reinvestment  of  Earnings  in  the  Business. 

5.  Payment  of  Borrowings. 

6.  Outside  Investments  (Including  Money  Loaned). 

7.  Dividends. 

8.  Charity. 


working  capital  as  required  by  the  business  as  a  whole 
and  by  each  department.  Since  every  activity  in  a  busi¬ 
ness  has  a  financial  side  to  it,  the  various  principles  of 
sound  financing  are  of  interest  to  everyone  in  business 
if  decisions,  plans,  or  recommendations  are  properly  to 
take  into  consideration  the  financial  side. 

Financing  in  Relation  to  Production.  There  is  a  close 
relation  between  producing  methods  and  policies  and  the 
financing  of  production.  Take  the  case  of  one  manufac- 
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turer  who  makes  a  large  special  machine  used  in  mining 
coal.  In  the  assembly  of  this  machine,  several  parts  are 
used  that  are  purchased  from  other  manufacturers.  Dur¬ 
ing  the  year  1923,  one  or  more  of  these  special  parts  was 
nearly  always  “out  of  stock,”  and  the  completion  of  the 
assembly  of  the  large  machines  had  to  wait.  Conse¬ 
quently,  there  was  considerable  delay  in  filling  orders, 
which  brought  in  many  complaints  from  customers.  But 
the  chief  financial  officer  of  this  company  did  not  believe 
it  necessary  to  provide  working  capital  for  carrying  in 
stock  a  good  supply  of  parts  for  this  machine,  notwith¬ 
standing  the  fact  that  the  assembling  floor  in  this  plant 
was  often  cluttered  with  partly  finished  machines  that 
could  not  be  completed  because  some  part  was  not  in 
stock. 

This  company  secured  a  new  treasurer,  who  soon  saw 
that  the  borrowed  dollars  tied  up  in  these  unfinished 
machines  were  costing  his  firm  more  in  interest  than 
would  be  the  case  if  the  financing  of  adequate  supplies 
of  all  parts  were  arranged  for.  This  was  done,  and  the 
result  was  a  speeding  up  of  the  turnover  of  working 
capital;  that  is  to  say,  less  working  capital  was  used  in 
relation  to  the  volume  of  output  of  finished  machines, 
because  the  machines  were  then  completed  in  less  time 
and  payment  for  them  came  in  sooner  than  formerly. 
The  new  treasurer  had  anticipated  this  result,  for  he  un¬ 
derstood  production  as  well  as  finance.  He  saw  how 
production  could  be  speeded  up  and  how  this  would  les¬ 
sen  the  total  amount  of  borrowed  funds  needed  to  finance 
production  and  not  increase  the  amount  borrowed,  as  the 
former  treasurer  had  thought. 

The  Relation  of  Financing  to  Other  Departments.  The 
manager  of  finance  must  understand  the  principles  that 
apply  in  efficient  operation  of  every  department  of  the 
business.  He  must  understand  how  output  can  be  speeded 
up  and  how  costs  of  production  in  general  can  be  kept 
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down,  because  this  knowledge  aids  directly  in  financing 
the  business  more  efficiently.  On  the  other  hand,  it  is 
necessary  that  production  management  be  able  to  direct 
production  so  that  efficient  financing  of  manufacturing 
operations  is  made  possible;  and  likewise  it  is  necessary 
for  sales  management  to  know,  not  only  how  to  get  the 
right  volume  of  sales,  but  also  how  and  when  to  get  those 
sales  in  accordance  with  efficient  financing  of  the  busi¬ 
ness  as  a  whole,  including  co-operation  with  the  credit 
department. 

Efficient  management  in  every  department  of  every 
business  considers  the  influence  of  every  policy,  plan,  and 
method  of  procedure  upon  the  problem  of  financing  the 
business,  remembering  that  the  central  aim  in  financing 
any  business  is — 

To  provide  ample  working  capital  and  equipment,  as 
much  as,  and  no  more  than,  necessary  for  efficient 
operation,  under  the  best  possible  terms  and  con¬ 
ditions. 

No  real  executive  ever  thinks  of  financing  apart  from 
the  rest  of  his  business,  as  something  to  take  up  only  “on 
Thursdays,”  or  when  a  new  bank  loan  is  needed.  He 
clearly  sees  the  close  connection  between  good  financing 
and  efficient  management  in  every  department  of  the 
business. 

Financing  is  an  everyday  problem.  Efficient  financial 
management  looks  ahead;  it  foresees  future  income  and 
outgo;  it  anticipates  needs  for  additional  funds,  care¬ 
fully  estimating  its  money  and  credit  requirements  a 
week  or  a  month  ahead,  and  arrangements  for  meeting 
financial  obligations  are  made  in  advance  with  its  bank; 
it  avoids  last-minute  borrowing. 

Avoid  the  Indulgence  of  False  Pride.  Let  us  go  back 
for  a  minute  to  the  start  of  a  new  business  and  consider 
another  point  of  practical  importance — how  false  pride 
may  cripple  the  start  of  a  new  business. 

When  a  business  starts  out,  its  executives,  particularly 
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if  the  executives  are  also  the  owners,  have  to  guard 
against  “splurging”  for  pride’s  sake.  Many  quick  failures 
can  be  traced  directly  to  false  pride,  which  stimulated 
expenditures  that  were  incurred  for  the  sake  of  appear¬ 
ances,  when  a  showing  of  “front”  was  not  one  of  the 
necessary  requirements  for  success. 

One  man  who  avoided  this  weakness  at  the  start  is  the 
owner  of  a  large  men’s  furnishing  store  in  an  Eastern 
town.  He  rented  a  two-story  building,  the  upper  floor 
of  wdiich  was  dingy,  but  good  for  storing  surplus  stock. 
His  sales  space  on  the  first  floor  was  none  too  large.  He 
had  to  have  an  office.  Where  was  he  to  place  it?  He 
was  tempted  to  fit  up  a  nicely  furnished  office  on  the 
first  floor.  But  when  he  analyzed  the  problem,  he  con¬ 
cluded  that  pride  and  not  profit  was  his  main  reason  for 
wanting  to  use  sales  space  for  office  space. 

True,  there  were  certain  advantages  in  having  his  office 
on  the  first  floor,  but  there  were  also  advantages  in  hav¬ 
ing  it  upstairs.  He  was  primarily  a  salesman,  and  he 
wished  to  be  in  his  office  as  little  as  possible.  Also,  it 
would  cost  him  over  $300  to  fit  up  an  office  on  the  first 
floor,  but  it  would  cost  him  little  or  nothing  to  fit  up  an 
office  on  the  second  floor — and  he  needed  the  $300  for 
working  capital. 

He  put  his  office  upstairs,  and  this  saving  in  expense 
proved  to  be  an  important  factor  in  tiding  him  over  the 
first  few  weeks  of  his  career  as  a  business  man.  The 
financing  principle  involved  is  this: 

Efficient  financing  avoids  all  unnecessary  expendi¬ 
tures,  as  well  as  provides  the  money  for  all  necessary 
expenditures. 

That  is  one  of  the  simple  principles  of  financing,  but 
its  application  has  much  to  do  with  the  success  of  every 
business;  it  implies  ability  to  distinguish  necessary  from 
unnecessary  expenses.  Efficient  financial  management 
avoids  unnecessary  expenditures,  for  this  is  one  of  the 
important  means  of  always  having  funds  available  for 
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necessary  expenditures.  But  the  application  of  this  gen¬ 
eral  principle  of  avoiding  all  unnecessary  expenditures, 
such  as  those  made  to  gratify  pride,  must  not  be  allowed 
to  stand  in  the  way  of  necessary  expenditures,  such  as 
the  purchase  of  parts  in  quantities  large  enough  to  permit 
a  steady  flow  of  finished  products  out  of  the  plant,  as  in 
the  case  of  the  manufacturer  previously  cited.  We  must 
be  sure  whether  or  not  certain  proposed  expenditures  are 
necessary.  In  deciding  this,  the  financial  department  can 
act  more  wisely,  fairly,  and  intelligently,  if  every  depart¬ 
ment  is  able  to  take  the  financial  point  of  view  in  its 
recommendations  and  estimates. 

Advantages  versus  Disadvantages.  Distinguishing  be¬ 
tween  necessary  and  unnecessary  expenditures  consists 
very  largely  of  making  decisions  based  upon  accurate 
estimates  of  the  balance  between  aggregate  advantages 
and  disadvantages,  as  this  balance  affects  net  profits — 
profits  in  months  or  years  ahead  as  well  as  in  the  more 
immediate  future.  This  principle  of  weighing  advantages 
against  disadvantages  applies  to  all  the  problems  of  busi¬ 
ness;  and  the  more  difficult  it  is  to  estimate  this  balance 
accurately,  the  more  advisable  is  it  to  make  sure  that 
the  actual  net  advantage  or  disadvantage  in  any  case 
is  accurately  determined. 

Take  the  problem  of  whether  it  is  best  to  build,  buy, 
or  rent  a  building.  Here  each  alternative,  as  a  rule,  offers 
several  advantages  and  several  disadvantages.  Possibly 
our  business  is  being  started  at  a  time  when  building 
costs  are  particularly  low.  If  so,  it  might  be  good  busi¬ 
ness  to  build  if  sufficient  funds  are  available  and  if  we 
are  sure  our  location  and  available  ground  space  are  right 
for  the  growth  of  our  business.  In  this  location  prob¬ 
lem  there  are  usually  many  advantages  and  disadvan¬ 
tages  in  each  available  location  to  be  carefully  totaled 
and  weighed  for  accurate  comparison,  always,  of  course, 
including  among  the  advantages  and  disadvantages  the 
consideration  of  financing  requirements. 
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Sometimes  one  basic  weakness  is  sufficient  to  make  it 
advisable  not  to  start  a  proposed  new  business.  For 
example,  a  man  in  Indiana  wanted  to  go  into  the  busi¬ 
ness  of  making  drain  tile.  He  studied  the  problem 
carefully,  and  he  found  that  his  rather  meager  capital 
was  not  sufficient,  because  his  prospective  customers 
were  all  farmers  and  many  of  them  would  require  long¬ 
term  credit,  which  he  would  not  be  able  to  supply  by 
borrowing. 

Financing  for  Low  Operating  Costs.  Let  us  now  turn 
again  to  the  relation  between  financing  and  production. 
In  buying  equipment  for  a  plant,  whether  new  or  old, 
altho  it  is  advisable  to  hold  down  fixed  capital  expendi¬ 
tures,  such  as  expenditures  for  special  machines  and  tools, 
this  does  not  mean  that  a  short-sighted,  penurious  policy 
is  to  be  pursued. 

We  must  remember  that  a  fundamental  objective  of 
good  financing  is  to  promote  low  operating  costs. 

This  often  requires  liberal  expenditures  for  equipment 
and  tools  which  serve  to  bring  about  lower-cost  produc¬ 
tion.  Often  it  is  by  means  of  wise,  altho  large,  expendi¬ 
tures  for  highly  productive  machines  and  tools  that 
future  operating  expenses  are  held  down  to  a  point  that 
gives  a  business  the  important  competitive  advantage  of 
low-cost  production.  It  is  always  necessary  to  be  careful 
of  daily  operating  expenses.  This  is  where  the  big  leaks 
occur.  It  does  not  take  long  for  a  small  daily  loss  in 
operating  efficiency  to  reach  a  sizable  total — more  than 
enough  to  have  paid  for  new  equipment  or  some  other 
change  that  would  have  served  to  cut  off  the  small  daily 
loss,  or,  perhaps,  to  have  corrected  an  adverse  difference 
between  our  costs  and  prices  and  those  of  one  or  more 
of  our  competitors. 

The  Necessary  Working  Capital  Varies  Widely.  On  every 
hand  in  every  business  we  find  evidence  that  financing 
is  decidedly  not  a  thing  apart,  but  is  coupled  closely  with 


8 


EFFICIENT  BUSINESS  FINANCING 


every  other  phase  of  management.  Are  we  to  make  an 
assembled  automobile  or  shall  we  manufacture  every¬ 
thing  that  goes  into  it?  The  amount  of  working  capital 
needed  in  processing  all  the  steps  in  the  manufacture  of 
all  the  parts  of  an  automobile  is  much  greater  than  that 
needed  to  buy  the  parts  and  put  them  together.  Even 
to  a  greater  extent  would  the  required  fixed  assets  be 
swollen  because  of  the  great  amount  of  machinery  needed 
if  the  decision  were  to  be  in  favor  of  the  fully  manu¬ 
factured  car.  Yet,  if  the  volume  of  output  is  large 
enough  to  permit  us  to  make  parts  at  a  saving  over  what 
they  would  cost  if  purchased  outside,  this  should  be 
done  if  it  can  be  properly  organized. 

Again,  when  we  face  such  a  question  as,  “Shall  my 
business  be  on  a  cash,  credit,  or  installment  basis?”  lack 
of  sufficient  working  capital  may  prohibit  installment 
sales  or  even  certain  kinds  of  sales  on  credit.  Or,  if  we  are 
financing  a  factory  and  the  manufacturing  process  is  too 
long,  this  means  a  slower  than  necessary  rate  of  turnover 
of  our  working  capital.  Our  money  spent  comes  back 
to  us  as  money  again  too  slowly,  and  so  we  need  more 
of  it,  because  the  time  is  long  between  the  purchase  of 
materials  and  customers’  payments  for  the  finished 
product.  However,  a  necessarily  long  manufacturing 
process  may  be  so  well  managed  that  a  relatively  small 
amount  of  working  capital  is  made  to  go  a  long  way — 
as  by  the  right  kind  of  planning.  The  main  point  here 
is  that — 

The  amount  of  working  capital  required  in  any  busi¬ 
ness  varies  with  the  plan  and  policy  of  operation 
as  well  as  with  the  nature  of  the  business. 

Efficient  financing,  therefore,  always  has  a  great  deal 
to  do  with  the  determination  of  operating  plans  and 
policies;  also  with  revision  of  plans  and  policies  and 
methods  from  time  to  time. 

Capital  to  Keep  the  Business  Moving.  Financing  is  a 
problem  that  not  only  comes  up  at  the  start  of  a  busi- 
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ness,  but  also  stays  as  a  major  problem  daily  thruout 
the  whole  life  of  the  business.  This  responsibility  is  not 
one  of  just  getting  the  money  somewhere  and  simply 
putting  it  into  the  business.  That  may  be  the  method 
of  financing  an  endowed  institution,  such  as  a  hospital  or 
a  college;  not  a  business.  But  day-to-day  financing 
means  the  steady  provision,  out  of  the  proceeds  from 
sales,  of  sufficient  working  capital  to  keep  the  business 
going.  It  means,  not  only  meeting  pay  rolls,  but  also 
being  in  position  to  take  discounts  in  paying  bills,  to 
establish  a  good  credit  rating,  and  to  build  up  a  reserve 
of  financial  resources.  This  kind  of  strength  is  achieved 
by  efficiency  everywhere  in  the  business. 

At  times  nearly  every  business  faces  serious  financing 
difficulties  arising  from  inefficiency  in  sales  or  in  produc¬ 
tion.  Meeting  these  difficulties  is  an  important  cause 
of  the  growth  of  efficiency  in  all  departments  of  a  busi¬ 
ness.  An  executive  anywhere  in  a  business  must  always 
remember  that — - 

Difficulties  encountered  must  be  welcomed  as  step¬ 
ping-stones  to  more  efficient  management. 

The  foregoing  principle  concerns  the  attitude  of  execu¬ 
tives  toward  the  problems  of  management.  Many  execu¬ 
tives  and  the  businesses  with  which  they  are  connected 
fail  to  grow  primarily  because  their  attitude  toward 
troublous  problems  is  wrong.  They  side-step  difficulties. 
The  expert  “buck  passer”  seldom  gets  very  far  in  efficient 
management.  He  lacks  the  courage  to  welcome  diffi¬ 
culties.  But  the  only  means  of  real  growth  of  ability 
comes  from  experience  in  handling  difficult  problems. 
The  more  difficult  they  are,  the  faster  the  growth  of 
executive  ability. 

This  matter  is  so  important  that  we  ought  to  take 
time  to  recall  what  we  know  about  the  difference  between 
natives  of  the  colder  and  of  the  warmer  climates.  We 
know  that  the  natives  in  some  tropical  countries,  who 
are  provided  by  nature  with  plenty  of  food  and  are 
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relieved  of  the  necessity  of  providing  clothes  by  a  kindly 
climate,  have  been  backward  in  their  development;  their 
standard  of  living  is  low.  But  inhabitants  of  the  more 
rigorous  climates  have  been  compelled  to  fortify  them¬ 
selves  against  the  elements,  and  in  doing  so  have  bettered 
themselves  and  have  progressed  accordingly.  The  prin¬ 
ciple  here  involved  accounts  for  the  hardy  growth  of 
many  a  business  which  has  had  to  make  every  penny 
count,  as  contrasted  with  the  backwardness  of  a  few 
other  businesses  which  have  always  had  “easy  money” 
on  hand. 

Where  Financing  Touches  Buying.  Let  us  now  see 

where  financing  touches  buying. 

It  of  course  touches  buying  at  every  point.  Terms, 
discounts,  quantities,  specifications,  kinds  and  brands 
purchased,  etc.,  all  affect  the  financing  problem.  But 
here  in  this  preliminary  survey  of  financing,  we  shall 
analyze  one  fundamental  question  in  buying  that  calls 
for  a  definite  policy.  Shall  we  conduct  a  regular  and 
conservative  manufacturing  or  merchandising  business, 
or  shall  we  speculate  in  our  purchases;  that  is,  shall  we 
look  for  our  profits  largely  from  speculative  increases  in 
the  value  of  what  we  buy  during  times  of  rising  prices, 
or  shall  we  buy  only  for  current  requirements,  year  in 
and  year  out? 

If  we  are  manufacturers  of  an  article  in  which  the 
value  of  labor  is  low  and  that  of  raw  materials  high,  and 
if  the  price  of  the  raw  materials  we  buy  fluctuates  widely, 
we  can  either  buy  conservatively  and  secure  a  steady 
manufacturing  profit,  or  we  can  largely  disregard  the 
manufacturing  charge  and  elect  to  take  our  chances  of 
success  on  buying  low  and  selling  high.  In  the  latter 
event,  our  manufacturing  is  likely  to  amount  to  nothing 
more  than  an  excuse  for  market  speculation.  Or  if  we 
are  running  a  department  store,  we  can  do  practically 
the  same  thing — depend  upon  anticipating  changes  in 


PROVIDING  AND  CONTROLLING  WORKING  CAPITAL  11 


prices  as  our  main  source  of  profit,  or  avoid  speculation 
as  much  as  possible.  But,  in  some  degree,  speculation 
is  a  necessity  with  many  manufacturers  and  merchants, 
as  explained  in  Part  III  of  Executive  Manual  6.  To 
follow  the  speculative  policy  as  the  chief  source  of  profits, 
however,  we  must  be  prepared  with  large  sums  of  money 
at  hand  at  all  times  in  order  to  cover  ourselves  should 
our  forecasting  go  wrong.  If,  however,  we  follow  the 
policy  of  buying  at  the  lowest  price  which  the  market 
offers  on  more  of  a  hand-to-mouth  basis,  striving  always 
for  a  fast  rate  of  stock  turnover,  our  need  for  funds  is 
going  to  be  much  smaller  and  every  department  is  more 
likely  to  be  on  its  toes. 

A  concern  that  is  conducting  a  conservative,  non- 
speculative  manufacturing  or  merchandising  business  will 
keep  its  working  capital  tied  up  in  inventories  and  in 
receivables  for  as  short  a  time  as  possible.  While  its 
profit  per  unit  of  product  sold  will  not  at  times  be  as 
much  as  under  the  speculative  policy,  its  risk  of  capital 
loss  wfill  be  relatively  light.  Unusually  large  and  sudden 
demands  for  cash  will  be  infrequent.  Because  a  manu¬ 
facturing  or  merchandising  concern  that  speculates  in 
its  purchases  takes  a  greater  risk  of  loss,  it  needs  to  main¬ 
tain  a  larger  amount  of  working  capital  for  emergencies. 
It  must  provide  for  large  purchases  at  one  time,  and  for 
possible  losses  in  case  prices  should  unexpectedly  fall. 

The  Problem  of  Idle  Equipment.  Turning  again  to  pro¬ 
duction,  we  find  an  important  financing  problem  in  the 
matter  of  idle  equipment.  If  you  should  happen  to  be 
in  charge  of  a  plant  making,  say,  large  safes,  you  would 
have  to  use  boring  mills,  which  represent  an  investment 
of  $20,000  or  more  for  each  machine.  You  know  that 
you  must  avoid  idle  hours  on  these  expensive  machines, 
because  the  interest  charge  on  the  investment  is  rela¬ 
tively  high  and  the  rental  on  space  taken  up  by  them 
is  also  relatively  large.  You  are  even  willing  to  take  on 
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special  jobs  from  the  outside  to  keep  those  heavy-invest¬ 
ment  machines  at  work. 

It  is  the  same  as  owning  an  uncultivated  piece  of  good 
ground  well  suited  to  raise  a  certain  crop.  Idle  machinery 
or  any  other  kind  of  idle  equipment,  like  idle  land,  is  a 
waste  of  capital.  This  is  true  whether  the  machinery  or 
other  equipment  is  large  or  small,  expensive  or  inexpen¬ 
sive.  The  principle  involved  is  this: 

All  equipment  that  stands  idle  when  it  might  possibly 
be  in  productive  operation  is  an  expense  that  unneces¬ 
sarily  causes  the  use  of  more  working  capital  in  rela¬ 
tion  to  output — it  cuts  into  profit  both  directly  as  a 
waste  and  indirectly  by  way  of  lowered  output  of 
finished  products. 

This  principle  applies  also  to  idle  floor  space  or  shelf 
space  in  a  store.  Using  a  retail  store  to  “capacity  out¬ 
put,”  with  a  good  selection  of  lines  and  items  carried  in 
stock — fast  moving  merchandise — is  similar  in  principle 
to  the  manufacturer’s  problem  of  maintaining  well- 
balanced  production  up  to  the  capacity  of  the  plant,  with 
a  fast  turnover  of  working  capital.  Then  the  amount  of 
working  capital  required  in  relation  to  output,  if  sales 
keep  pace  with  output,  is  at  its  minimum. 

Thus  we  see  again  that  good  financing  depends  to  a 
large  extent  upon  efficient  production. 

Where  Sales  Involve  Financing.  It  is  about  the  same 
with  the  relation  of  sales  to  financing.  So  long  as  you 
sell  enough  to  keep  manufacturing  plant  or  store  busy, 
you  may  not  be  aware  of  the  connection  that  exists 
between  financing  and  sales.  But  if  your  sales  run  low, 
or  run  too  high,  then  you  are  forced  to  consider  this 
connection. 

The  minute  that  an  order  blank  is  filled  in,  additional 
financial  requirements  arise.  There  is,  in  many  cases, 
the  borrowing  of  the  money  to  finance  the  deal;  and, 
later  on,  an  addition  to  accounts  receivable.  It  is  hard 
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to  turn  down  orders,  but  this  may  sometimes  be  neces¬ 
sary,  for — 

Every  company  has  a  definite  financial  limit  to  the 
amount  of  business  it  can  safely  do,  and  that  limit  is 
not  necessarily  fixed  by  its  borrowing  capacity. 

“Years  ago,”  said  the  president  of  a  New  York  bank, 
“an  excited  man  came  to  me.  He  had  just  secured  an 
order  for  $30,000  worth  of  goods  from  Marshall  Field 
&  Company.  He  wanted  to  borrow  enough  money  to 
finance  the  new  material  and  labor  that  would  go  to  fill 
this  order.  His  own  capital  was  $25,000.  I  asked  him: 
‘Can  you  afford  to  sell  so  much  to  one  concern?’ 

“  ‘Afford  to  sell?’  he  asked  in  great  surprise.  ‘Why 
not?’  Then  he  told  me  about  another  company  who 
sold  at  least  $100,000  a  year  to  them  in  his  line,  and  he 
wanted  to  know  why  he  should  not  get  some  of  the 
business. 

“I,  of  course,  admitted  it  was  good  business,  but  had 
to  tell  him  that  this  other  company  had  a  capital  of 
$200,000.  ‘If  anything  happens  to  you  in  the  course  of 
this  transaction,’  I  said,  ‘if  you  have  any  trouble  in 
your  factory,  or  if  the  goods  when  made  should  fall  below 
sample  thru  no  fault  of  yours,  you  would  be  wiped  out. 
You  ought  not  to  attempt  to  fill  this  order  on  bank 
credit.’ 

“He  did  not  need  credit;  he  needed  capital” 

This  suggests  the  difference  between  credit  and  capi¬ 
tal:  the  risks  of  business  enterprise  must  be  borne  by 
capital,  while  bank  credit  is  a  short-time  loan  (30,  60,  or 
90  days)  made  with  confidence  in  the  willingness  and 
ability  of  the  borrower  to  repay  it  when  due.  The  banker 
who  related  this  incident  also  said: 

“The  limit  to  credit  extension  in  any  case  is  deter¬ 
mined  by  the  amount  of  funds  that  can  be  PROFIT¬ 
ABLY  USED  without  too  much  risk.” 

That  amount  of  credit  is  determined,  not  by  the  banker 
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arbitrarily,  but  by  the  use  to  which  the  funds  will  be 
put.  Moreover,  the  fixing  of  the  amount  of  bank  credit 
that  can  be  safely  used  is  not  based  on  the  number  of 
orders  on  hand  or  the  ability  to  sell,  but  on  the  amount 
of  capital  at  command  in  event  of  possible  losses. 

When  a  Merchant  Unwittingly  Becomes  a  Banker.  In 

considering  financing  as  it  enters  into  selling  policies, 
we  must  include  the  subject  of  credit  terms.  Many  busi¬ 
ness  men  who  think  they  are  only  manufacturers  or 
distributors  are  also  “bankers.”  They  are  lending  cash 
over  long  periods.  Perhaps  they  find  this  their  most 
profitable  way  of  doing  business.  There  is  no  reason 
why  a  manufacturer,  for  instance,  should  not  extend  one 
or  even  two  year  credits,  provided  he  has  the  financial 
strength  to  carry  them  and  has  something  to  gain  by 
doing  it.  But  he  could  in  all  probability  gain  more  by 
letting  his  own  and  his  customers’  bankers  provide  the 
necessary  credit,  and  invest  more  of  his  surplus  funds 
in  good  securities  which  could  be  sold  for  cash  quickly 
in  case  of  emergency. 

Sometimes  merchants  become  “bankers”  in  another 
way.  There  is  a  wholesale  drug  concern  in  the  Middle 
West,  for  example,  which  makes  its  profits  from  the 
high  prices  it  is  able  to  get  for  goods  sold  on  an  extremely 
long  time  basis.  This  is  in  reality  earning  profits  mainly 
by  means  of  the  assumption  of  great  risks — which,  as 
a  rule,  is  not  good  financing  policy. 

Financing  “from  Within.”  Having  very  briefly  con¬ 
sidered  buying,  production,  sales,  and  credit  policies, 
each  in  their  relation  to  a  firm’s  finances,  now  let  us 
view  them  all  together,  and  see  how  skill  in  their  deter¬ 
mination  permits  efficient  financing  “from  within.” 

Take  the  case  of  the  manager  of  a  shoe  store  who 
determined  to  minimize  the  evil  of  unsalable  accumula¬ 
tions  of  stock.  He  proceeded  to  cut  down  the  number 
of  different  styles  carried  by  his  store.  He  threw  out 
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all  styles  and  sizes  that  were  not  frequently  called  for, 
and  concentrated  upon  those  that  were;  he  also  cut 
down  the  amounts  of  stock  carried  in  the  styles  that 
were  retained,  planning  to  order  frequently,  as  required, 
in  smaller  lots.  A  year’s  trading  along  these  lines  showed 
good  results.  Profits  increased  greatly,  largely  because 
practically  no  losses  on  unsalable  stock  had  to  be  taken. 
What  little  business  he  lost  thru  not  carrying  the  seldom- 
called-for  styles  was  far  more  than  counterbalanced  by 
the  profits  realized  on  the  quick-moving  goods.  The 
business  was  carrying  no  “dead  weight.”  His  financing 
was  accordingly  simplified,  and  he  got  along  with  about 
half  the  working  capital  that  was  formerly  required  to 
run  his  store. 

Another  case  of  financing  from  within  is  that  of 
a  large  company  which  badly  needed  money — so  it 
thought.  But  an  investigation  developed  the  fact  that 
what  was  needed  was  fewer  trips  to  the  bank  and  better 
method  within  the  shop.  Half-finished  goods  were  found 
in  great  profusion  outside  the  line  of  progress  thru  the 
shop.  They  were  waiting  for  some  department  of  the 
plant  to  turn  out  missing  parts.  A  complete  re-schedul- 
ing  of  output  cut  down  the  goods-in-process  inventory 
almost  50  per  cent.  This  was  “financing  from  within.” 
Not  only  did  it  save  interest  money,  but  also  costs  of 
production  were  greatly  lowered. 

This  general  principle  of  financing  from  within  applies 
to  every  business,  large  or  small.  Let  us  remember 
that — 

The  limitations  of  cash  working  capital  must  be 
considered  in  deciding  upon  policies  and  methods  of 
doing  business. 

A  retail  furniture  dealer  started  to  sell  on  the  install¬ 
ment  plan,  but  could  not  continue  this  plan  because  he 
did  not  have  sufficient  working  capital  to  carry  it  on; 
his  rate  of  capital  turnover  was  too  slow.  Also  he  sus- 
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tainecl  serious  losses  on  bad  accounts.  He  changed  to 
a  cash  basis  of  selling;  he  gradually  replaced  his  install¬ 
ment-plan  lines  with  goods  of  a  better  quality,  and  made 
his  appeal  to  a  higher  class  of  customers.  Two  years  of 
persistent  cash  merchandising,  with  many  special  sales, 
brought  his  volume  of  sales  to  the  point  where  his 
finances  were  in  good  shape;  his  stock  of  merchandise 
was  free  from  slow-selling  items,  and  he  had  practically 
no  accounts  receivable  outstanding. 

Thus  financing  limitations  may  require  a  complete 
change  in  the  merchandising  policy. 

WHEN  AND  HOW  TO  BORROW  MONEY 

The  relation  between  merchandising  and  manufactur¬ 
ing  policies  and  methods  on  one  hand  and  financing  on 
the  other  are  fully  treated  in  the  larger  section  of  this 
course  on  financing  a  business. 

Let  us  next  briefly  consider  the  matter  of  borrowing 
to  meet  financial  needs,  remembering  that  a  great  deal 
of  borrowing  can  be  successfully  avoided  by  financing 
“from  within.”  Good  financing,  however,  nearly  always 
involves  a  certain  amount  of  borrowing.  The  problem 
here  is  how  to  distinguish  profitable  borrowing  from  that 
which  is  unprofitable. 

It  is  seldom,  if  ever,  a  wise  policy  to  contract  short¬ 
term  loans  with  which  to  handle  any  business  that  is 
not  “self-liquidating.”  That  is  to  say,  the  use  made 
of  the  funds  borrowed  should  be  such  as  to  yield  a  cash 
return  not  later  than  the  elate  when  the  loan  is  to  be 
paid.  Where  a  loan  must  be  renewed,  and  where  this 
has  to  be  done  on  less  favorable  terms  than  obtained 
on  the  original  loan,  it  nearly  always  indicates  poor 
financing.  It  shows,  not  only  that  an  unfavorable  trend 
in  the  money  market  has  not  been  foreseen,  but  also 
that  the  loan  made  was  not  of  the  self-liquidating  type. 
Here  we  can  see  the  advantage  of  anticipating  the  trend 
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of  interest  rates.  We  must  also  anticipate,  in  so  far  as 
possible,  changes  in  level  of  prices  in  general — changes 
in  the  value  or  purchasing  power  of  the  dollar,  as 
explained  in  Executive  Manual  4.  To  repay  “cheap 
money”  with  “dear  money”  is  not  good  financing.  The 
principle  involved,  as  related  to  interest  rates,  is  this: 

When  interest  rates  are  likely  to  fall,  make  shorter- 
term  loans,  to  be  renewed,  if  necessary,  at  lower  rates 
later  on.  But  when  interest  rates  are  likely  to  rise, 
be  sure  to  make  loans  long  enough  to  avoid  renewals 
later  on. 

Related  to  this  rule  is  the  matter  of  borrowing  less 
when  prices  are  falling  and  more  when  prices  are  rising, 
thus  paying  back  as  much  more  or  less  in  purchasing 
power  as  prices  in  general  rise  or  fall  between  the  time 
of  borrowing  and  the  time  of  repaying  the  loan. 

During  the  World  War  a  new  concern  was  started  for 
the  development  of  a  new  product.  So  long  as  war  con¬ 
ditions  prevailed,  sales  were  good.  But  when  the  slump 
finally  came,  this  concern  was  forced  out  of  business, 
because  nearly  all  its  capital  was  tied  up  in  buildings, 
in  machinery,  and  in  price-inflated  raw  materials.  This 
concern  had  borrowed  extensively  at  low  rates,  and  these 
loans  had  to  be  repaid  with  further  money  borrowed  at 
a  time  when  rates  were  high.  It  had  no  liquid  reserves 
of  its  own  with  which  to  tide  over  a  difficult  period. 
But  its  downfall  was  due  mainly  to  unwise  borrowing. 
Instead  of  making  relatively  short-term  loans  in  financ¬ 
ing  its  extensions  to  plant  and  machinery,  it  should  have 
funded  this  debt  by  means  of  an  easy  long-term  loan, 
thus  leaving  sufficient  free  liquid  capital  with  which  to 
safeguard  its  existence  during  the  hard  times  that  came. 

FINANCING  AND  MAINTAINING  A  BALANCED  BUSINESS 

Thus  far  we  have  considered  financing  at  the  birth  of 
a  business,  and  certain  phases  of  operational  financing. 
Thru  it  all  we  have  seen  that  good  financing  is  insepar¬ 
able  from  good  business  management  in  general.  Let 
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us  now  briefly  consider  the  connection  between  financ¬ 
ing  and  maintaining  a  well-balanced  operation  of  the 
business. 

The  importance  of  keeping  the  activities  of  a  busi¬ 
ness  well  balanced  was  touched  upon  particularly  in  our 
preliminary  survey  of  production  problems.  How  may 
we  know  wdiether  or  not  our  business  is  well  balanced? 
The  answer  to  this  question  is  usually  revealed  in  the 
state  of  a  firm’s  finances.  There  are  certain  rough  pro¬ 
portions  in  which  a  business  concern’s  various  classes 
of  assets  and  of  liabilities  should  be  kept.  When  these 
proportions  are  known,  it  becomes  an  easy  matter  to 
check  up  from  time  to  time  and  see  how  accurately  this 
balanced  situation  is  being  maintained. 

These  standard  financial  proportions,  called  ratios,  are 
not  fixed  hard  and  fast  for  every  business  alike,  nor  do 
they  always  remain  the  same  for  any  one  business  from 
time  to  time,  but  they  change  with  certain  changes  in 
outside  and  inside  business  conditions.  Whenever  they 
are  applied  in  testing  a  concern’s  financial  strength,  or 
its  balance,  the  period  of  the  business  cycle  at  the  time 
needs  to  be  taken  into  account. 

Take  the  case  of  the  2-to-l  ratio  of  current  assets 
to  current  liabilities,  which  is  known  as  the  banker’s 
ratio,  because  bankers  were  among  the  first  to  apply  it 
in  granting  bank  credit  to  a  business.  This  ratio  signifies 
that  for  every  dollar  of  current  liabilities  outstanding 
there  should  be  in  existence  at  least  two  dollars’  worth 
of  current  assets  with  which  to  liquidate  them.  These 
current  assets  will  ordinarily  be  a  firm’s  cash,  readily 
salable  goods  (priced  at  cost  or  market,  whichever  is  the 
lower)  and  the  amounts  due  it  in  notes  and  accounts 
receivable. 

Altho  this  2-to-l  ratio,  as  suggested,  is  commonly  used 
for  determining  a  firm’s  borrowing  capacity  at  its  bank, 
this  particular  proportion  of  current  assets  to  current 
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liabilities  is  not  always  necessary  as  a  minimum  under 
which  it  would  be  unsafe  to  lend  money  to  a  business. 
At  times,  especially  when  prices  are  rising  and  inven¬ 
tories  are  appreciating  in  value,  less  than  this  ratio  may 
be  safe  enough  to  satisfy  good  banking  practice  in  grant¬ 
ing  loans  for  expanding  operations.  But  at  other  times, 
especially  when  prices  are  falling,  a  still  higher  ratio 
may  be  required  for  safety.  Again,  in  some  lines  of 
business,  where  the  goods  carried  are  highly  speculative 
in  value,  this  ratio  requirement  is  considerably  higher. 

Under  normal  conditions,  however,  if  current  assets 
fall  below  this  ratio,  an  additional  bank  loan  on  the 
strength  of  the  firm’s  general  credit  will  ordinarily  be 
difficult  to  get. 

The  Ratio  of  Fixed  to  Liquid  Capital.  Another  impor¬ 
tant  ratio  is  that  of  fixed  to  liquid  capital.  So  important 
is  this  relationship  in  nearly  every  business  that  it  is 
usually  advisable  very  carefully  to  establish  a  standard 
for  this  ratio  to  be  maintained  in  a  business.  There  is 
no  one  standard  for  different  lines  of  business;  and  this 
ratio  should  also  vary  at  different  periods  of  time.  Take 
the  twTo  cases  following: 

A  tannery  has  a  relatively  inexpensive  plant  (fixed 
capital),  but  the  manufacturing  process  is  long  and  the 
turnover  of  working  capital  (liquid  capital)  is  slow. 
Therefore  a  safe  ratio  of  fixed  assets  to  liquid  capital 
will  necessarily  be  relatively  low.  On  the  other  hand 
consider  a  baking  plant,  with  all  its  equipment;  from 
raw  material  to  finished  product  and  collections  of  cash 
is,  as  a  rule,  a  matter  of  only  a  few  days.  Here,  of  course, 
this  ratio  may  be  relatively  high. 

There  is,  however,  one  best  ratio  of  fixed  assets  to 
liquid  capital  for  each  business,  and  management 
should  seek  to  find  it. 

Having  once  settled  upon  this  “one  best  ratio,”  any 
marked  increase  becomes  a  danger  signal,  while  any 
marked  decrease  suggests  wasteful  use  of  working  capital. 


20 


EFFICIENT  BUSINESS  FINANCING 


Many  Other  Useful  Ratios.  There  are  other  useful  ratios. 
There  is,  for  example,  the  ratio  of  sales  to  accounts 
receivable.  If  this  ratio  goes  down,  it  may  indicate  poor 
collections  or  the  granting  of  credit  terms  that  are  too 
liberal.  Then  there  is  the  ratio  of  sales  volume  to  inven¬ 
tory  investment.  This  is  used  to  study  the  efficiency  of 
buying  and  the  turnover  of  working  capital. 

The  railroads  follow  a  practice  of  grouping  their  oper¬ 
ating  expenses  and  comparing  them  with  their  operating 
income.  The  result  is  expressed  by  the  “operating  ratio/’ 
Because  of  the  peculiar  nature  of  transportation  work, 
where  such  a  large  proportion  of  total  expense  is  operat¬ 
ing  expense,  this  ratio  serves  as  a  very  important  index 
to  the  management  and  the  investing  public.  Other  busi¬ 
nesses  check  up  on  operating  efficiency  by  using  not  one 
but  a  number  of  operating  ratios.  These  are  comparisons 
of  various  costs  and  expenses  to  sales  volume.  From  a 
careful  study  of  these  comparisons  over  a  period  of  years, 
management  can  arrive  at  a  fair  idea  of  what  they  ought 
to  be  under  normal  conditions.  Naturally,  operating 
ratios  vary  with  different  lines  of  business;  moreover — 

In  establishing  standard  financial  ratios  and  in  using 
them,  management  must  alter  them  from  time  to  time 
in  accordance  with  special  conditions  and  changes. 

Then  only  can  ratios  be  safely  applied  as  a  means  of 
measuring  efficiency. 

Changes  in  financial  ratios  indicate  fundamental  alter¬ 
ations  within  the  business;  it  is  therefore  advisable  to 
determine  the  true  causes  of  changes  in  the  ratios  fixed 
as  standards,  remembering  that  these  standard  ratios 
must  be  applied  with  nice  discrimination.  They  must 
be  stretched  or  shrunk  from  time  to  time  according  to 
changes  which  may  make  a  lower  or  a  higher  standard 
than  one  previously,  established  to  indicate  a  healthy 
balance  of  operation  within  the  business.  They  must 
be  employed  only  by  those  who  are  competent  to  use 
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them.  But  in  the  hands  of  the  skilled  executive,  who 
is  able  to  apply  ratios  intelligently,  they  are  an  effective 
tool  in  efficient  management.  They  also  serve  in  com¬ 
paring  conditions  of  the  business  and  results  for  current 
periods  wdth  conditions  and  results  during  past  periods. 

As  before  stated,  an  entire  section  of  this  training 
course  devoted  to  business  financing  will  come  later  on. 
These  ratios  will  be  explained  in  their  application  to 
definite  conditions.  But  before  going  into  detail  to  any 
great  extent  on  any  of  the  major  subjects  of  business 
management,  we  want  to  complete  our  bird’s-eye  view 
of  all  the  major  problems  and  basic  principles  of  profit¬ 
able  management.  We  still  have  to  consider,  in  this 
preliminary  survey,  such  matters  as  the  direction  of  credit 
activities  and  of  the  general  office,  the  part  accounting 
plays  in  good  business  management;  and  then  we  need  to 
get  the  point  of  view  of  profitable  management  on  the 
problem  of  organization  as  a  whole. 

Closely  related  to  efficient  financing  is  the  direction 
of  credit  extensions  to  customers;  in  fact,  the  treasurer 
of  many  organizations  supervises  the  work  of  the  credit 
and  the  collection  departments.  Therefore,  in  Part  II, 
we  shall  next  briefly  review  some  of  the  important  prob¬ 
lems  and  principles  that  apply  in  the  efficient  handling 
of  credits.  This  part  of  our  training  for  executive  work 
is  important,  because  nearly  all  business  to-day  is  trans¬ 
acted  thru  extensions  of  credit.  An  executive  must  know 
how  to  get  credit  when  it  is  needed  or  desired  and  how 
to  extend  credit  to  others  so  that  his  business  will  be 
able  to  avoid  serious  losses  on  bad  accounts.  No  man’s 
training  for  executive  work  is  complete  unless  he  thoroly 
understands  credit  activities,  both  from  the  side  of  ex¬ 
tending  credit  to  others  and  from  the  angle  of  obtaining 
necessary  credit  from  others.  Ability  to  apply  the  prin¬ 
ciples  which  underlie  success  in  directing  both  these 
angles  of  credit  activity  has,  in  many  cases,  been  the 
main  cause  of  success  in  financing  a  business. 


EFFICIENT  BUSINESS  FINANCING 
Part  II 

Directing  Credit  Activities 

IN  THE  chain  of  manufacturing  and  marketing  links 
from  the  production  of  raw  material  to  the  sale  of 
finished  products  into  the  hands  of  ultimate  con¬ 
sumers,  very  few  purchasers  of  materials  and  products 
pay  cash  on  delivery,  with  the  exception  of  many  cus¬ 
tomers  of  retail  stores.  Nearly  all  settlements  are  made 
at  some  future  time  after  delivery,  in  accordance  with 
definite  credit  terms. 

Full  realization  of  the  extent  to  which  credit  is  used 
in  the  business  world  causes  appreciation  of  the  impor¬ 
tance  of  the  credit  man,  of  whom  a  high  degree  of 
judicial  ability  is  demanded.  A  credit  manager  must 
be  at  once  a  good  judge  of  human  nature,  a  good  sales¬ 
man,  and  an  unbiased  analyst  and  interpreter  of  cold 
facts — which  is  a  combination  of  requirements  developed 
by  men  who  succeed  in  all  important  executive  work, 
not  alone  credit  men.  Every  executive,  not  alone  the 
credit  man,  must  be  a  thoro  student  of  business  practice 
and  principles.  But  the  credit  man  must  have  certain 
kinds  of  specialized  information.  He  knows  that  the 
proportion  of  owned  capital  to  borrowed  capital  in  a 
business  is  greater  in  the  case  of  manufacturers  than 
in  the  case  of  merchandising  concerns.  He  knows  also 
that  the  length  of  credit  terms  must  vary  from  time  to 
time,  from  trade  to  trade,  and  from  one  part  of  the 
world  to  another. 

The  Prime  Problem  of  the  Credit  Man.  It  is  not  with 
such  facts  alone,  however,  that  we  are  here  concerned. 
It  is  rather  the  principles  of  successful  credit  manage¬ 
ment,  especially  those  which  apply  more  broadly  in  all 
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management,  that  we  want  to  uncover  in  this  prelimi¬ 
nary  survey  of  credit  problems.  The  larger  sections  on 
financing  a  business  and  on  credits  and  collections,  to 
come  later,  will  treat  every  angle  of  this  important  sub¬ 
ject.  Here  we  shall  largely  confine  ourselves  to  trade  or 
mercantile  credits  from  the  point  of  view  of  the  business 
man  toward  his  customers  rather  than  toward  the  people 
from  whom  he  buys. 

The  general  problem  of  the  credit  man  is  to  protect 
his  firm  against  loss  by  avoiding  undue  risks  in  granting 
credit.  In  doing  this,  it  is  necessary  to  remember  that 
business  is  vastly  more  than  merely  working  to  make 
sales.  Booking  the  order  is  only  one  of  the  first  cars 
in  a  long  train  of  transactions,  of  which  even  collections 
is  not  the  end  of  the  train.  The  successful  business 
counts  reorders  both  as  the  end  of  this  train  and  the 
beginning  of  another.  Poor  handling  of  credit  and  col¬ 
lections  is  likely  to  work  against  the  getting  of  reorders 
for  merchandise. 

Difficult  collections  arise  largely  from  inefficient  credit 
granting  or  from  inefficient  handling  of  credit  extensions ; 
also  from  lack  of  ability  on  the  part  of  the  credit  depart¬ 
ment  to  get  customers  into  the  habit  of  abiding  by  the 
established  credit  terms  and  policies.  This  involves  a 
business  principle  of  wide  application. 

Management  must  not  only  establish  fixed  policies 
and  terms  that  govern  its  relations  with  customers, 
but  also  must  co-operate  with  its  customers  to  bring 
about  an  understanding  of,  and  willingness  to  con¬ 
form  with,  those  policies  without  question. 

Credit  granting  cannot  proceed  consistently  or  suc¬ 
cessfully  unless  definite  credit  policies  are  established. 
Bu-t  we  are  not  always  entirely  free  to  make  whatever 
terms  we  would  like  to  grant.  Competition  has  a  good 
deal  to  say  about  this.  If  a  business  is  head  and  shoul¬ 
ders  above  its  competitors,  it  may  be  able  to  refuse 
acceptance  of  business  from  all  except  those  buyers  who 
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have  a  certain  high  credit  rating.  In  nearly  all  cases, 
however,  competition  for  new  business  is  strong  enough 
to  cause  a  business  to  accept  some  of  its  sales  from  buyers 
whose  financial  standing  is  relatively  weak.  Therein  is 
the  necessity  for  efficient  credit  management. 

The  Cost  of  Credit  Should  Not  Be  Overlooked.  The  cost 
of  granting  credit  must  also  be  taken  into  account  in 
determining  credit  policies.  Whenever  goods  are  sold 
on  credit,  the  seller  assumes  certain  risks.  He  is  entitled 
to  a  compensation  (or  “insurance  premium”)  for  taking 
these  risks,  just  as  much  as  he  is  for  taking  other  risks 
of  the  business.  He  is  entitled  to  some  return  on  the 
money  tied  up  in  the  accounts  receivable,  and  to  addi¬ 
tional  compensation  to  provide  against  credit  losses  as 
above  suggested.  This  important  matter  of  compensa¬ 
tion  for  the  granting-of-credit  losses  frequently  gets  too 
little  attention  when  figuring  cost  as  a  factor  in  estab¬ 
lishing  a  selling  price. 

Any  general  cost-reduction  campaign  should  include 
credit-extension  and  collection  costs,  as  well  as  all 
other  costs. 

It  is  possible  in  most  cases  to  reduce  the  costs  of 
granting  credit  and  of  making  collections  by  means  of 


Costs  Involved  in  Extending  Credit  and  Making  Col¬ 
lections  : 

1.  Salaries  of  Those  Performing  the  Work. 

2.  Cost  of  Equipment,  Records,  and  Office  Machines 
Used. 

3.  Stationery  and  Postage  for  Forms,  Statements, 
Letters,  Adjustments,  and  Receipts. 

4.  Space  Which  the  Departments  Occupy. 

5.  Bad  Debt  Losses. 

6.  Cost  of  Mercantile  and  Legal  Services. 

7.  Cost  of  Capital  Tied  Up  in  Accounts  Receivable. 

8.  Administrative  Overhead. 
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applying  sound  credit  policies  which  do  not  handicap 
sales. 

CURRENT  POLICIES  AND  GENERAL  FINANCING 

Credit  policies  are  to  be  considered  in  the  general 
financing  of  a  company.  Practically  everyone  in  busi¬ 
ness  is,  on  the  one  hand,  an  extender  of  credit,  and,  on 
the  other,  a  seeker  after  credit.  While  a  business  man’s 
margin  of  profit  may  be  sufficient  to  compensate  for  all 
the  risks,  including  the  credit  risk,  and  to  pay  interest 
upon  the  investment  in  plant  and  equipment  and  stocks, 
also  on  money  temporarily  tied  up  in  credits  extended, 
there  comes  a  time  when  the  money  market  tightens, 
and  that  is  the  time  when  credit  policies  most  directly 
influence  general  financing.  When  business  activity  in 
general  is  slowing  up,  credit  policies  get  their  severest 
test.  Unless  they  are  sound  and  have  been  efficiently 
applied,  the  firm’s  working  capital  is  then  likely  to  be 
restricted  when  it  is  most  needed. 

The  wise  manager  appreciates  all  this  beforehand; 
he  looks  ahead  to  the  time  when  the  firm  cannot  afford 
to  have  many  bills  receivable  on  its  books.  At  all  times 
he  takes  action  to  avoid  abnormal  accumulations  of 
unpaid  accounts,  whether  or  not  his  firm’s  finances  at 
any  one  time  are  such  as  to  permit  some  laxness  in 
applying  credit  policies  without  causing  a  financial  strain 
on  the  business. 

The  Credit  Manager  and  the  Business  Weather.  The 

old  Cape  Cod  sailing  master  knew  how  to  steer  a  course 
he  had  laid  out.  He  could  and  he  did  take  readings 
and  figure  his  bearings;  in  short,  he  knew  the  technique 
of  navigation.  But  all  the  while  he  did  another  thing, 
too.  He  kept  a  corner  of  his  eye  upon  the  weather. 
This,  unlike  the  other  things,  was  not  set  down  in  any 
book  of  tables  or  of  rules;  he  had  come  by  it  thru  years 
of  experience,  and  it  had  great  value,  for  thereby  he 
knew  when  to  shorten  sail  or  when  to  spread  out  every 
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stitch  of  canvas.  The  modern  credit  manager  may  have 
all  the  technique  of  looking  up  ratings,  and  of  writing 
diplomatic  collection  letters,  but  he  also  needs  that  some¬ 
thing  else — a  weather-eye  for  impending  changes  in  busi¬ 
ness  conditions. 

Some  credit  managers  have  but  one  or  two  barometers 
by  which  they  sense  changes  in  business  conditions. 
Some  count  heavily  upon  the  crop  situation;  others 
watch  the  unfilled  orders  of  the  Steel  Corporation;  still 
others  rely  largely  upon  the  political  outlook.  But  we 
saw  in  our  previous  study  of  the  business  cycle  that  it 
is  better  to  employ  a  variety  of  barometers  in  trying  to 
forecast  changes  in  business  conditions. 

The  credit  man,  in  particular,  must  be  a  good  judge 
of  the  probable  trend  of  change  in  business  conditions 
as  it  will  affect  the  customers  of  his  house. 

Cases  wherein  credit  men  have  taken  advantage  of 
their  ability  to  forecast  changes  in  business  conditions 
are  numerous.  When  one  Western  credit  manager  sensed 
the  coming  of  a  falling  market  early  in  1920,  he  knew 
that  cancellations  would  be  requested,  and  he  recom¬ 
mended  that  the  sales  department  accept  these  cancella¬ 
tions  without  question  from  all  concerns  which  were  the 
least  bit  doubtful  as  to  the  credit  risk.  As  a  result  of 
co-operation  on  the  part  of  the  sales  department,  this  firm 
had  relatively  a  low  percentage  of  overdue  accounts  on 
its  books  during  the  ensuing  depression  in  business. 

Credit  Policies  Are  Not  to  Be  Applied  Blindly.  Every¬ 
where  in  profitable  management  we  see  the  great  impor¬ 
tance  of  willing  and  intelligent  co-operation  between 
departments.  This  is  particularly  important  in  the  case 
of  the  credit  and  sales  departments,  as  we  shall  see  more 
in  detail  a  little  later  on.  But  at  this  point  let  us  con¬ 
sider  the  fact  that  the  man  in  control  of  credits  must 
be  a  true  executive — one  who  exercises  his  own  individual 
judgment  in  handling  each  difficult  case  upon  its  own 
merits.  First,  let  us  get  at  the  principle  here  involved 
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which  applies  to  all  profitable  management.  It  is  this: 
Good  management  must  have  policies  and  rules  to 
guide  it,  but  it  must  not  apply  these  policies  and  rules 
blindly;  it  must  know  when  profit  is  to  be  gained  by 
making  exceptions  to  the  rules,  and  even  to  the 
policies  in  certain  cases. 

Particularly  in  granting  credit  are  exceptions  to  rules 
often  in  line  with  profitable  management,  altho  these 
exceptions  are  always  made  in  accordance  with  sound 
principles.  In  any  department,  a  manager  who  is  merely 
a  machine  applying  a  code  of  rules,  without  regard  for 
the  basic  principles  involved,  is  a  distinct  danger.  He 
is  not  an  executive  in  the  true  meaning  of  the  term. 
While  rules  are  not  made  to  be  broken,  it  is  difficult  to 
make  a  rule  that  can  be  applied  rigidly  in  all  situations. 
Executive  decisions  frequently  hinge  on  whether  or  not 
to  make  an  exception  to  a  rule. 

In  selling  a  bill  of  seasonal  goods  to  one  merchant,  a 
salesman  had  accepted  the  order  at  fair  prices,  but  call¬ 
ing  for  payment  90  days  after  delivery,  whereas  60  days 
was  the  established  policy;  and  the  salesman  neglected 
to  explain  why  the  additional  thirty  days  was  allowed. 
The  credit  man  in  the  case  held  up  his  decision  on  the 
order  until  he  could  find  out  from  the  salesman  why 
this  merchant  had  been  given  exceptionally  favorable 
terms.  The  salesman  wrote  to  the  credit  man  as  follows: 

“This  man  did  not  need  the  goods  so  soon,  and  did 
not  want  to  give  me  his  order.  He  said  he  had  no  use 
for  the  goods  for  several  months  to  come.  I  had  to 
make  those  terms  to  get  the  order.  I  wanted  to  bar 
out  competitors.  I  won’t  get  to  see  this  man  again  for 
three  or  four  months.” 

The  credit  man  had  thought  that  possibly  the  sales¬ 
man  had  given  the  90-day  term  in  this  case  because  his 
customer  though!  he  could  not  pay  sooner;  but  on  the 
strength  of  the  salesman’s  explanation  he  O.K.’d  the 
order.  The  principle  involved  is  this: 
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An  efficient  manager  always  recognizes  a  degree  of 
flexibility  in  applying  fixed  rules — determined  'by  the 
facts  in  the  case. 

In  cases  like  the  one  just  mentioned,  the  credit  man¬ 
ager  who  arbitrarily  applies  a  set  of  rules  would  not 
even  have  taken  the  matter  up  with  the  salesman;  but 
probably  would  have  written  “unsatisfactory”  across  the 
order,  with  unfairness  to  the  salesman  and  a  loss  of 
profitable  business  to  the  house;  for  there  was  not  only 
a  good  profit  in  this  order,  and  it  not  only  prevented 
this  customer  from  possibly  placing  his  order  elsewhere 
later  on,  but  it  was  also  the  first  step  in  winning  a  new 
regular  customer  for  the  house. 

HOW  MUCH  CREDIT  TO  GRANT 

Howr  much  credit  to  grant  in  any  case  is,  of  course, 
a  big  part  of  the  credit  manager’s  work.  In  answering 
this  question  in  the  case  of  any  customer  or  prospective 
customer  it  is  necessary  to  understand  that  while  safety 
is  one  consideration,  it  is  not  the  only  consideration. 
How  much  credit  to  grant  is  also  answered  by  reference 
to  the  problem  of  keeping  up  the  necessary  inflow  of 
cash  to  meet  the  needs  of  the  business.  Herein  the 
work  of  the  credit  department  is  closely  tied  up  with 
that  of  financing  the  business. 

In  analyzing  the  safety  considerations  we  should  rec¬ 
ognize  the  fact  that  in  nearly  all  cases  some  loss  on 
bad  accounts  is  likely  to  be  inevitable. 

This  loss  is  usually  figured  as  a  percentage  of  sales. 
It  may  range,  according  to  the  line  of  business  and  the 
efficiency  of  the  credit  and  collection  departments,  any¬ 
where  from  a  small  fraction  of  1  per  cent  of  sales  up  to 
3  or  4  per  cent,  or  even  more  in  very  exceptional  cases. 
The  credit  manager  is  vitally  interested  in  keeping  this 
loss  down  as  low  as  possible  by  methods  which  do  not 
curtail  sales  the  payments  on  which  could  be  collected. 

Sometimes,  however,  too  much  credit  may  be  granted 
to  a  customer.  This  is  a  common  cause  of  credit  losses; 
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so  credit  men  are  careful  in  determining  how  much  credit 
they  can  safely  grant.  How  do  they  do  this? 

In  the  first  place,  management  has  to  consider  the 
amount  of  “free  capital”  in  the  possession  of  the  credit 
seeker.  Notice  that  it  is  free  capital.  For  it  is  not  so 
much  what  a  man  or  a  business  is  worth,  but  the  form 
of  the  worth,  that  counts.  Many  men,  while  perfectly 
capable  of  ultimately  paying  all  their  indebtedness,  are 
for  the  time  being  very  bad  credit  risks  indeed. 

In  the  extension  of  current  mercantile  credit,  an  excess 
of  assets  in  general  over  liabilities  may  mean  very  little, 
unless  it  is  also  known  what  is  the  relation  of  current 
assets  to  current  liabilities;  that  is,  how  much  working 
capital  the  buyer  has  and  will  have  as  the  assurance  of 
his  ability  to  pay  up  his  new  obligations  when  settle¬ 
ments  are  due.  Nor  is  the  basis  of  granting  mercantile 
credit  entirely  a  question  of  what  assets  the  credit  seeker 
possesses.  There  is  a  wide  difference  between  extending 
credit  on  the  basis  of  assets  alone  and  extending  it  on 
assets  plus  business  ability  and  good  character.  This 
“plus”  consideration  is  in  many  cases  the  most  impor¬ 
tant  factor  in  determining  whether  any  credit  shall  be 
granted  at  all  as  well  as  how  much. 

Character  as  a  Factor  in  Granting  Credit.  The  char¬ 
acter  of  the  applicant  for  credit  is,  in  fact,  as  important 
as  any  other  one  factor  in  sizing  up  credit  risks.  By 
itself,  character  is,  of  course,  not  enough,  but  when  good 
character  is  hitched  up  with  business  ability  and  with 
liquid  assets,  or  with  a  real  business  opportunity,  the 
desired  credit,  if  not  too  much,  is  seldom  refused  on  other 
grounds. 

Take  the  statement  of  financial  conditions  often  re¬ 
quired  of  the  applicant.  It  may  mean  much  or  little 
when  offered  for  the  establishment  of  credit,  depending 
upon  the  known  or  ascertained  quality  of  the  personal 
character  of  the  heads  of  the  applying  business. 
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Credit  managers  naturally  consider  an  obviously 
frank  and  true  statement  of  financial  condition  that 
makes  a  relatively  poor  showing  more  favorably  than 
an  obviously  overoptimistic  and  dressed-up  statement. 

That  is  true,  even  tho  the  financial  strength  of  the 
optimistic  statement,  when  discounted  down  to  its  true 
worth,  may  be  somewhat  greater  than  the  financial 
strength  represented  in  the  obviously  true  and  frank 
statement. 

Two  men  came  into  a  wholesale  men’s  furnishing  house 
some  years  ago  when  the  Alaskan  gold  rush  was  on. 
They  had  been  in  business  in  Dawson  for  quite  a  while, 
and  had  saved  some  money  with  which  they  now  wanted 
to  open  a  new  store  in  Fairbanks,  Alaska.  They  had 
presented  themselves  to  ask  credit  for  this  new  venture, 
for  “venture”  they  admitted  it  was.  They  told  with 
utmost  frankness  how  the  rafts  to  be  used  in  floating 
the  goods  down  the  Yukon  might  be  upset;  they  men¬ 
tioned  the  chance  of  robbery  in  that  unpoliced  section; 
also  other  difficulties  and  risks. 

Yet  this  case,  with  all  its  risks,  presented  a  good  many 
of  the  essential  points  that  are  required  in  granting 
credits.  The  men  had  had  experience  in  the  conditions 
under  which  they  were  proposing  to  do  business — suc¬ 
cessful  experience.  They  were  not  afraid  of  hardships. 
They  were  going  to  risk  all  they  had  saved  out  of  their 
Dawson  enterprise.  They  showed  their  confidence  in 
themselves.  And  they  were  perfectly  frank  about  the 
difficulties. 

The  credit  man  in  this  case  knew  that  Alaska  was 
filling  up  with  people.  It  was  a  chance  to  start  a  per¬ 
manent  and  growing  trade.  The  points  against  granting 
the  credit  asked  just  about  balanced  the  points  in  favor 
of  granting  it,  outside  the  consideration  of  the  character 
of  these  men;  but  character  threw  the  balance  so  far  in 
favor  of  granting  the  credit  asked  that  this  credit  man 
was  glad  to  take  the  risk  for  his  house. 
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The  venture  turned  out  well,  and  during  the  ensuing 
twenty-odd  years,  up  to  the  time  when  the  War  practi¬ 
cally  stopped  the  mining,  this  firm  enjoyed  a  profitable 
business  in  Alaska. 

As  in  that  case,  it  is  impossible  in  nearly  all  cases  to 
fix  a  man’s  real  credit  rating — that  is,  his  real  value  as 
a  customer — apart  from  consideration  of  his  character 
as  a  heavy  factor  in  the  estimate.  Had  this  credit  man 
been  governed  by  a  rule  requiring  a  satisfactory  balance 
sheet  or  a  certain  rating  in  Dun’s  or  Bradstreet’s,  valu¬ 
able  as  they  are;  had  he  not  been  greatly  influenced  by 
the  good  character  of  his  applicants,  which  weighed 
heavily  along  with  their  previously  successful  experience 
and  the  opportunity  before  them;  he  would  have  missed 
getting  what  proved  to  be  one  of  his  firm’s  very  good 
regular  customers. 

SALES  AND  CREDIT  MANAGEMENT  NOT  ANTAGONISTIC 

No  matter  how  efficient  may  be  the  credit  manager 
and  the  sales  manager,  the  head  of  any  business  is  likely 
to  find  that  he  has  here  two  seemingly  opposing  forces, 
which  he  must  keep  reconciled.  The  sales  department 
strives  hard  for  orders — that  is  its  function;  and  the 
credit  department  may  refuse  to  accept  some  of  these 
orders — that  is  part  of  its  function.  Obviously,  these 
two  departments  must  co-operate;  and  it  sometimes 
requires  considerable  ability  on  the  part  of  a  general 
manager  to  “sell”  these  twro  department  heads  upon 
being  mutually  helpful,  one  to  the  other.  But  once  this 
“mutual-helpfulness”  idea  is  established-!-as  when  both 
the  sales  and  the  credit  executives  have  a  broad  business 
training  that  enables  them  to  take  the  viewpoint  of  the 
welfare  of  the  business  as  a  whole — it  is  not  difficult  to 
keep  the  co-operative  spirit  alive,  even  tho  some  of  the 
orders  taken  by  salesmen  may  continue  to  be  turned 
down  for  credit  reasons. 

Good  salesmanship  can  be  greatly  interfered  with  by 
a  high-handed  method  of  turning  down  the  orders  of 
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buyers  who  do  not  meet  credit  requirements.  More  often 
than  not,  this  happens  because  the  credit  department 
is  too  much  of  a  machine,  with  a  code  of  rules  to  be 
followed  rigidly.  That  condition,  of  course,  is  the  fault 
of  the  credit  manager;  he  is  not  acquainted  with  the 
principle  of  flexibility  previously  stated. 

Whenever  there  is  lack  of  intelligent  co-operation  be¬ 
tween  the  sales  and  credit  departments,  either  the  sales 
or  the  credit  manager,  or  both,  do  not  have  the  broad 
training  in  business  management  which  underlies  and 
promotes  the  spirit  of  co-operation.  Perhaps  the  right 
man,  or  men,  has  not  been  selected  for  one  or  the  other, 
or  both,  of  these  important  functions.  The  fault  lies, 
then,  with  the  officers  of  the  company  who  have  selected 
these  executives.  They  have  not  sold  them  on  the  neces¬ 
sity  of  co-operation,  or  perhaps  they  could  not  sell  them 
because  the  sales  or  the  credit  manager,  or  both,  had 
not  developed  the  ability  of  guiding  themselves  by  appli¬ 
cation  of  basic  principles  rather  than  by  narrow  and 
fixed  rules. 

Credit  Terms  Need  a  Degree  of  Flexibility.  Let  us 

again  consider  the  question  of  terms.  While  credit  terms 
must  necessarily  have  uniformity,  they  need  a  degree 
of  flexibility.  For  example,  in  periods  of  depression, 
when  liquidation  is  everywhere  in  order,  new  credit  will 
be  on  shorter  terms  than  in  a  period  that  promises  a 
long  swing  of  upward  prices  and  prosperity.  This  flexi¬ 
bility,  however,  should  in  no  sense  be  interpreted  as 
permitting  any  laxity  in  individual  cases.  The  lack  of 
“backbone”  in  applying  sound  credit  policies  is  never 
warranted. 

The  president  of  a  large  wholesale  grocery  company 
employs  the  following  admonition,  which  embodies  a 
fundamental  principle: 

“Have  the  courage  to  state  our  terms,  and  then  have 
the  courage  to  see  to  it  that  those  terms  are  adhered 
to  by  our  customers.’’ 
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An  important  customer  of  one  wholesale  grocery  house 
had  been  given  especially  favorable  credit  terms  by  the 
manager  of  a  local  branch.  It  so  happened  that  this 
wholesale  house  had  just  established  a  30-day  credit 
limit,  so  that  this  special  agreement  was  an  infraction 
of  the  new  terms.  The  credit  man,  therefore,  wired  the 
branch  manager  to  cancel  the  special  terms.  The  branch 
manager  at  first  felt  that  the  new  ruling,  if  enforced, 
would  jeopardize  the  account;  but  he  fearlessly  explained 
the  new  ruling  to  this  customer.  He  emphasized  the  fact 
that  he  could  give  his  customers  better  service,  including 
a  price  advantage,  if  his  house  made  no  exceptions  to 
the  rule  that  all  customers  be  given  the  same  terms. 
His  courageous  salesmanship  won  the  day,  and  there¬ 
after  his  house  did  as  much  business  as  ever  with  this 
customer. 

Thus  there  are  occasions  for  inflexibility.  The  general 
principle  here  involved  is  that — 

Business  management  must  be  able  to  distinguish 
between  situations  which  call  for  inflexibility  in 
applying  rules  and  policies  and  those  which  call  for 
flexibilty. 

The  head  of  the  wholesale  grocery  above  mentioned, 
in  commenting  upon  the  results  of  his  new  policy, 
expressed  himself  as  follows: 

“Since  the  day  we  adopted  our  shorter  credit  term 
and  insisted  on  its  acceptance  without  any  exceptions, 
we  have  been  in  better  shape.  Our  customers  have  been 
benefited.  They  are  now  financing  themselves  more 
skillfully,  are  collecting  their  outstanding  accounts  closer; 
and  their  own  customers,  in  turn,  so  they  tell  us,  are 
improving  their  domestic  finances  to  conform  with  the 
new  order  of  things.  Everybody  concerned  is  on  better 
terms  than  before  with  everyone  else.  One  reason  for 
the  success  of  our  new  credit  terms  is  the  fact  that  we 
made  no  exceptions  to  them  in  any  case.  Furthermore, 
many  more  of  our  customers  now  take  advantage  of  our 
1  per  cent  discount  for  cash  in  10  days.” 
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Cash  discounts  are  customarily  used  as  a  stimulant 
to  immediate  payment  of  accounts  without  taking  the 
time  allowed  by  the  established  credit  terms.  Obviously, 
the  greater  the  amount  of  this  discount  as  compared  with 
interest  on  bank  loans,  the  greater  the  stimulating  effect. 
The  taking  of  cash  discounts  makes  up  a  large  part  of 
the  net  profits  earned  by  a  great  many  business  con¬ 
cerns.  All  angles  of  this  matter  will  be  thoroly  covered 
in  the  main  section  of  this  course  on  credits  and  collec¬ 
tions.  Let  us  now  very  briefly  survey  the  collection 
problem. 

THE  PROBLEM  OF  MAKING  COLLECTIONS 

Even  where  the  granting  of  credits  is  efficiently  handled 
there  still  remains  a  collection  problem,  altho  this  prob¬ 
lem  is  rendered  easy  or  difficult  according  to  the  degree 
of  efficiency  in  extending  credits. 

Paying  bills  promptly  or  being  behindhand  with  them 
— either  one — is  largely  a  matter  of  habit.  Also,  laxity 
in  paying  bills  due  is  often  caused  by  the  bad  habits 
of  the  seller  as  well  as  of  the  buyer. 

Prompt  and  consistent  collection  methods  have  a 
favorable  influence  upon  the  customer’s  paying  hab¬ 
its,  which  in  turn  causes  the  customer  to  get  the  habit 
of  collecting  his  own  accounts  closely. 

The  close-collection  habit  is  contagious  and  has  a  bet¬ 
tering  influence  all  along  the  line.  Close  collections 
actually  increase  sales  instead  of  decreasing  them — if  the 
collection  methods  are  efficient. 

Credit  management  is  usually  responsible  for  collec¬ 
tions,  for  the  aim  of  managing  credits  is  to  insure  col¬ 
lections;  and,  as  before  suggested,  the  efficiency  with 
which  credit  is  granted  has  a  great  deal  to  do  with  the 
degree  of  difficulty  experienced  in  making  collections. 
But  efficiency  in  collection  policies  and  methods  is  none 
the  less  an  important  requirement  in  profitable  manage¬ 
ment.  Let  us  here  consider  a  few  of  the  more  basic 
points  in  efficient  collections — a  subject  treated  fully  in 
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the  major  division  of  this  course  on  credits  and  collec¬ 
tions. 

How  to  Make  Collections.  Collections,  as  a  rule,  should 
not  be  made  loosely,  nor  with  too  much  severity.  Many 
good  business  relations  have  been  impaired  by  following 
one  or  the  other  of  these  two  extremes.  Loose  collection 
methods  are  obviously  very  undesirable.  Tight  methods, 
especially  when  they  are  of  a  purely  mechanical  nature, 
are  not  so  obviously  undesirable;  they  are  better  than 
slovenly  methods,  but  they  may  drive  away  a  great  deal 
of  business  unless  they  are  tactfully  applied. 

Form  letters  carefully  worked  out  and  other  stand¬ 
ardized  methods  of  making  collections  are  highly  com¬ 
mendable,  but  there  is  one  danger  in  their  use  that  needs 
to  be  carefully  guarded  against.  The  person  using  them 
is  quite  likely  to  become  mechanical  and  impersonal  in 
his  handling  of  all  collections,  to  the  detriment  of  the 
business.  He  will  look  too  little  into  the  particular  facts 
surrounding  each  individual  collection.  This  was  the 
case  with  the  collection  manager  of  a  magazine  publish¬ 
ing  company  who  undid  some  good  work  on  the  part  of 
the  sales  department  (selling  advertising  space)  by  send¬ 
ing  a  mechanical  and  harsh-sounding  follow-up  letter  to 
collect  a  $5  subscription  bill  from  a  man  who  had  spent 
thousands  of  dollars  for  advertising  in  the  magazine. 

Another  phase  of  collection  management  revolves 
around  the  following  basic  principle,  which  applies 
widely : 

Wise  management  interests  itself  in  contributing  to 
its  customers’  success  as  well  as  in  securing  payments 
from  them. 

Hence,  in  normal  times,  it  is  not  always  good  practice 
to  push  a  solvent  customer  for  payment,  especially  so  if 
he  has  not  been  able  to  sell  the  goods  for  which  payment 
is  overdue.  This  is  particularly  the  case  if  it  is  known 
that  the  customer  had  accepted  the  salesman’s  estimate 
of  the  salability  of  the  goods  he  had  bought. 
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Another  practical  point  in  collecting  is  that  sometimes 
too  much  expense  is  incurred  in  trying  to  collect  a  lot  of 
very  old  and  very  small  bills  instead  of  charging  them  off 
to  profit  and  loss.  From  the  point  of  view  of  cost  alone 
• — apart  from  the  principle  involved — it  is  often  surpris¬ 
ing  to  find  out  how  much  in  excess  of  possible  collections 
of  very  small  accounts  is  the  cost  of  collecting  them.  In 
one  case  more  than  $500  was  spent  to  collect  about  fifty 
very  old  accounts,  the  aggregate  total  of  which  was  $380 
—and  they  were  not  repeat-order  accounts. 

To  have  the  right  kind  of  common-sense  collection 
policies  and  methods  is,  without  doubt,  one  of  the  very 
important  problems  of  profitable  management.  This 
problem  and  the  principles  that  apply  in  solving  it  will 
be  fully  covered  in  the  larger  section  on  Credits  and  Col¬ 
lections,  which  will  follow  the  main  section  on  Financing 
a  Business.  The  writing  of  effective  collection  letters  will 
be  covered  in  the  section  on  Business  Correspondence. 

THE  CREDIT  FUNCTION  AS  A  SERVICE 

The  service  element  must  be  strongly  developed  in  all 
phases  of  the  work  of  a  well-managed  credit  department 
— service  to  other  departments  of  the  business  as  well 
as  to  customers.  The  credit  department  can  be  of  great 
service,  especially  to  the  financial  department,  the  manu¬ 
facturing  department,  and  the  sales  department. 

The  credit  department  is  directly  helpful  in  the  finan¬ 
cial  end  of  the  business  by  its  power  to  speed  up  the 
turnover  of  working  capital,  turning  credit  sales  surely 
and  promptly  into  money;  and  it  goes  without  saying 
that  the  prevention  of  losses  from  bad  accounts  is  a  very 
important  factor  in  successfully  financing  a  business. 

While  sometimes  not  fully  appreciated  as  such  by  the 
sales  department,  the  credit  function,  efficiently  handled, 
is  a  constructive  force  in  building  sales.  It  serves  to  help 
improve  the  quality  of  regular  customers  by  weeding  out 
those  customers  who  are  undesirable.  Often  the  credit 
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man’s  judgment  as  to  the  acceptance  of  new  accounts 
that  find  difficulty  in  getting  credit  elsewhere  serves  to 
give  the  sales  department  regular  customers  who  other¬ 
wise  would  divide  their  business  with  other  suppliers. 

The  sales  and  credit  departments  are,  in  truth,  supple¬ 
mentary.  A  sale  is  not  really  completed  until  payment 
is  made.  Credits  can  help  sales  by  warning  salesmen 
not  to  try  to  sell  in  certain  cases,  for  selling  goods  to  a 
very  poor  credit  risk  is  a  waste  of  the  salesman’s  time. 
Good  sales  management  co-operating  with  good  credit 
management  sees  to  it  that  salesmen  understand  this. 
The  salesman  who  has  broad  training  in  business  man¬ 
agement  does  not  feel  that  the  credit  department  is  only 
a  barrier  placed  in  the  way  of  a  sale.  He  knows  that 
intelligent  teamwork  is  needed  everywhere  in  a  business. 
An  isolated  credit  department  having  little  contact 
with  the  sales  department  is  a  situation  that  usually 
breeds  trouble. 

How  the  Credit  Department  Serves  the  Factory.  The 

ways  in  which  the  credit  department  is  of  assistance  to 
the  factory  are  less  direct,  but  they  are  evident — when, 
for  example,  advantages  come  from  having  an  order 
turned  down  for  credit  reasons  at  the  outset,  rather  than 
after  factory  expense  has  been  incurred  in  “tooling  up” 
for  a  job  that  is  canceled  or  delivered  and  not  paid  for, 
and  perhaps  shipped  back  to  the  factory  to  be  salvaged 
as  best  it  may  be.  This  involves  application  of  another 
basic  principle  of  profitable  management,  as  follows: 

Management  must  always  remember  that  losses 
avoided  have  the  same  effect  upon  gain  of  net  profit 
as  have  profitable  sales. 

CONSTRUCTIVE  SERVICE  TO  CUSTOMERS 

In  concluding  this  brief  preliminary  introduction  to 
credits,  let  us  emphasize  the  point  that  credit  manage¬ 
ment  must  aim  to  give  the  most  constructive  kind  of 
service  to  customers.  This  kind  of  service  is  a  funda- 
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mental  principle  of  present-day  credit  management.  The 
principle  is  this: 

When  a  customer  is  constructively  helped  to  be  more 
efficient  in  financing  his  business,  he  is  going  to  do 
more  business  of  which  his  helper  gets  a  greater 
share. 

Some  large  concerns  place  their  business  advice  and 
counsel  service  to  customers  in  the  credit  department 
because  the  credit  man  is  in  an  excellent  position  to  be 
a  trusted  adviser  to  the  customers  of  his  house.  He  can 
also  contribute  materially  in  shaping  the  general  service 
policies  of  his  firm.  But  in  order  to  help  in  these  ways 
he  must  be  above  the  plane  of  the  machinelike  credit 
man  -whose  only  tools  are  rating  reports.  The  really 
efficient  credit  manager  can  always  look  back  with  pleas¬ 
ure  upon  the  customers  he  has  been  instrumental  either 
in  establishing  in  business  or  in  making  more  successful 
by  the  judicious  extension  of  credit  and  by  co-operation 
which  has  often  been  of  the  nature  of  intimate  business 
counsel.  Constructive  credit  service  of  this  kind  is  a  big 
factor  in  building  good  will  that  ties  customers  tighter 
and  tighter  to  the  house.  It  is  an  important  and  direct 
aid  to  sales. 

In  order  to  render  the  most  constructive  service  to  his 
house  and  its  customers,  a  credit  man's  training  must 
obviously  cover  the  entire  range  of  successful  business 
practice.  This  fact  will  stand  out  more  clearly  when  we 
come  to  the  main  treatment  of  credits  and  collections 
later  on  in  this  course. 

****** 

We  shall  now  take  up,  in  Executive  Manual  8,  a  pre¬ 
liminary  survey  of  the  problem  and  principles  of  man¬ 
aging  the  general  office  and  the  part  played  by  accounting 
as  a  tool  of  profitable  management;  we  shall  also  get 
acquainted  with  some  of  the  fundamental  aspects  of  the 
problem  and  with  the  basic  principles  of  efficient  organi¬ 
zation  and  control  of  a  business.  After  making  use  of 
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the  following  check-up  and  Executive  Problem  7  as 
means  of  acquiring  definite  experience  in  applying  the 
principles  of  efficient  financing,  including  credits  and  col¬ 
lections,  we  shall  then  be  ready  for  Executive  Manual  8, 
which  completes  our  preliminary  survey  of  the  main  de¬ 
partments  of  business.  Then,  in  Executive  Manual  9, 
we  shall  start  our  study  of  important  psychological  prin¬ 
ciples  that  apply  in  successfully  handling  the  many  prob¬ 
lems  of  management  wherein  the  human  element  is  an 
important  factor. 


CHECK-UP  ON  PRINCIPLES 

Use  the  following  check-up  to  get  the  principles  of  this  manual 
firmly  fixed  in  mind.  This  will  help  you  to  handle  the  problem 
which  follows.  This  check-up  is  entirely  for  your  own  personal 
use,  so  you  need  not  send  it  in  to  the  University. 


1.  A  young  man  is  starting  a  shoe  store  on  limited 
capital.  He  rents  a  store  on  a  good  business  street  but 
in  an  old  building.  He  is  undecided  about  having  a 
fine  store  front  installed  or  using  the  old  one,  which  is 
adapted  to  a  fairly  good  display.  If  he  puts  in  the  new 
store  front,  he  could  not  start  with  a  complete  stock  of 
shoes.  Should  he  put  in  the  store  front? 


Check 


Yes 


No 


2.  Should  a  business  firm  increase  its  operations  by 
borrowing  up  to  its  limit  at  the  bank  on  the  theory 
that  the  bank  is  taking  the  risk? 


3.  You  find  that  you  need  increased  working  cap¬ 
ital  for  about  six  months  at  a  time  when  money  rates 
are  fairly  high,  but  showing  prospects  of  declining. 
Your  banker  tells  you  he  will  lend  you  the  money  for 
ninety  days  or  for  six  months  at  the  current  rate. 
Would  you  take  the  latter,  not  wishing  to  be  bothered 
by  having  to  make  a  certain  renewal? 


4.  A  successful  company  enjoying  plenty  of  bank 
credit  to  meet  its  needs  increases  its  capital  stock  for 
the  purpose  of  providing  increased  working  capital  out 
of  its  own  funds  to  take  care  of  seasonal  requirements 
met  in  the  past  by  bank  borrowing.  This  puts  the 
company  in  an  especially  strong,  almost  heavy,  cash 
position  at  the  other  periods  of  the  year.  Ordinarily, 
would  you  consider  this  a  good  plan? 


5.  The  average  turnover  of  retail  hardware  stock  is 
about  2%  times  a  year;  of  retail  paint  stock,  about  4 
times.  A  hardware  dealer  carrying  a  $12,000  stock 
decides  to  add  a  $1,000  stock  of  paint.  Should  he 
increase  his  working  capital  one-twelfth? 
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6.  Several  years  ago  a  music  house  started  selling  on 
the  installment  plan  to  meet  competition.  It  had  always 
pursued  a  conservative  policy  and  had  always  main¬ 
tained  a  ratio  of  current  assets  to  current  liabilities  sat¬ 
isfactory  to  its  bank.  Altho  this  ratio  was  even  better 
when  the  house  made  its  next  request  for  a  loan,  the 
bank  would  only  advance  part  of  the  sum  requested, 
raising  an  objection  to  the  ratio  of  current  assets  to 
current  liabilities  under  the  new  installment  policy.  Is 
there  a  strong  likelihood  that  the  bank’s  position  was 
sound  ? 


Check 


Yes 


No 


7.  A  tool  manufacturer  decided  to  purchase  two 
new  machines  to  replace  old  ones  of  smaller  capacity. 
All  signs  pointed  to  bigger  sales  volume,  and  he  wanted 
to  be  ready  with  bigger  output.  In  the  interim,  would 
this  affect  his  working  capital? 

8.  A  company’s  terms  are:  1  per  cent  discount  for 
payment  within  ten  days,  net  bill  due  in  thirty.  One  of 
the  company’s  best  customers  habitually  takes  two  weeks 
to  pay  and  then  deducts  the  1  per  cent.  Should  the 
company  make  an  exception  by  ignoring  the  laxness  on 
the  part  of  a  big  customer? 

9.  Does  the  avoidance  of  undue  risks  have  a  direct 
influence  on  net  profits? 


10.  A  jobbing  house  which  has  a  uniform  credit 
policy  of  short  terms  (which  enables  it  to  quote  excep¬ 
tionally  good  prices  and  give  superior  service)  is  asked 
for  a  four  months’  extension  of  credit  on  a  new  order 
by  an  old,  responsible  customer,  who  has  suffered  a 
heavy  tornado  loss.  Is  it  reasonable  to  make  such  an 
exception  to  the  uniform  policy? 

11.  A  certain  credit  manager  handles  his  work  accord¬ 
ing  to  a  few  broad,  general  policies,  and  then  grants 
terms  on  the  merits  of  each  individual  case.  He  is 
known,  however,  as  a  “stickler”  in  having  customers 
abide  by  the  terms  when  they  have  been  mutually 
agreed  to.  Is  he  following  a  sound  principle? 

12.  Is  the  use  of  form  letters  advisable  in  making 
collections  ? 
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HANDLING  LIMITED  CAPITAL 
EFFICIENTLY 

Applying  Practical  Financial  Principles 

Under  The  LaSalle  Problem  Method 


THE  experience  you  will  get  in  applying  the 
principles  of  business  management  involved 
in  this  executive  problem  will  give  you  in¬ 
creased  confidence  in  your  knowledge  and  a 
greater  assurance  in  your  ability  to  handle 
situations  that  may  arise  in  your  own  business 
relations. 


Prepared  by  the  Research  and  Consultation 
Staff  of  LaSalle  Extension  University  from  an 
interesting  problem  which  it  has  carefully  in¬ 
vestigated  and  analyzed. 


Your  Study  Procedure 

When  you  have  carefully  read  and  studied  the  Executive 
Manual  and  have  used  the  Check-Up  on  Principles  to 
secure  a  better  grasp  on  principles,  you  are  ready  for  the 
final  step. 

Tho  it  will  take  you  only  a  short  time,  relatively,  to  take 
your  final  step,  a  very  great  personal  benefit  awaits  your 
reading  and  handling  of  the  executive  problem. 

What  is  true  of  this  problem  is  true  of  all  of  them.  You 
read  a  Statement  of  Facts,  observe  what  are  the  more  im¬ 
portant  facts,  analyze  these  facts  to  get  at  the  heart  of  the 
situation,  reach  a  decision  regarding  the  best  thing  to  do, 
reach  judgment,  and  act  accordingly. 

The  facts  as  presented  are  representative  of  what  execu¬ 
tives  face.  They  have  been  especially  selected  because  they 
present  a  practical  business  situation  which  is  comprehen¬ 
sive  and  makes  it  possible  for  you  to  apply  practically  every 
fundamental  principle  presented  in  the  manual.  You  will 
employ  your  powers  of  analysis  in  the  manner  and  form 
that  is  characteristic  of  successful  executive  analysis  and 
will  decide  and  act  as  executives  do. 

When  you  have  carefully  digested  the  Statement  of  Facts 
in  the  problem,  you  are  ready  to  take  up  your  Working 
Papers.  These  Working  Papers  are  developed  in  the  form 
which  corresponds  closely  to  that  in  which  a  real  executive 
gets  his  facts  together,  thinks  them  over,  decides  upon  them, 
and  initiates  whatever  action  is  necessary.  You  will  be 
able  to  reach  your  decision  with  very  little  writing,  for  a 
premium  in  business,  as  well  as  in  this  plan  of  training,  is 
placed  upon  headwork  rather  than  upon  penmanship. 

When  you  have  completed  your  Working  Papers,  send 
them  to  the  Business  Management  Instruction  Staff,  who 
will  give  them  careful,  individual,  and  personal  attention. 


Executive  Problem  7 

HANDLING  LIMITED  CAPITAL  EFFICIENTLY" 

The  Harmon  Battery  Company  is  a  manufacturing 
concern  engaged  in  producing  electric  batteries  used  by 
railroads  and  storage  batteries  used  mainly  in  the  auto¬ 
mobile  industry.  The  company  has  been  in  business 
several  years,  during  which  time  it  has  enlarged  its  out¬ 
put  considerably.  The  managers  feel,  tho,  that  it  has 
always  been  handicapped  by  insufficient  capital,  and 
matters  have  now  reached  a  point  where  some  plan  will 
have  to  be  formulated  by  which  future  operations  can 
be  conducted  on  a  surer  footing.  You  have  been  called 
in  as  a  financial  adviser  to  study  the  problem. 

Your  first  step,  naturally,  is  to  get  some  basis  for  judg¬ 
ing  the  present  situation,  and  you  ask  for  the  company’s 
history.  You  want  to  know  how  the  business  was  started 
and  how  it  was  developed  thru  its  stages  of  growth  so  you 
will  be  better  able  to  determine  what  policies  to  retain 
and  what  to  revise.  Your  main  interest  at  this  time  is  to 
analyze  their  financial  requirements.  You  want  to  find 
out  what  principles  of  sound  financing  were  observed  and 
wffiat  principles  were  disregarded  or  incorrectly  applied. 
Later  you  will  go  into  greater  detail,  study  balance  sheets, 
inventories,  equipment,  personnel,  etc.  You  know  that 
the  finding  of  errors  and  faulty  decisions  made  in  the 
past  cannot  change  the  present  situation,  but  you  realize 
the  importance  of  determining  what  has  been  done  as 
a  means  of  avoiding  future  mistakes,  applying  correct 
remedies,  and  establishing  sound  policies. 

Being  thoroly  schooled  in  the  principles  of  profitable 
management,  you  know  that  it  is  first  necessary  to  get 
down  to  fundamentals  and  consider  principles.  Your 
inquiries  bring  out  the  following  facts,  which  you  arrange 
in  such  an  order  as  to  get  a  good  perspective  of  the  situa¬ 
tion.  You  collect  these  facts  in  their  proper  order,  so 
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you  can  study  what  the  company  has  done,  step  by  step. 
Then,  in  making  your  preliminary  analysis,  you  will  be 
able  to  apply  the  major  principles  of  sound  financing  to 
each  step  to  determine  right  or  wrong  procedure  and  to 
recommend  desirable  policies  to  adopt. 

THE  STATEMENT  OF  FACTS 
ORGANIZING 

Step  1  —Initial  Factors.  Two  men  pooled  their  interests  and 
abilities  and  organized  a  small  company  to  manufacture 
electric  batteries  for  use  in  railroad  signal  work.  One  man 
was  thoroly  experienced  in  producing  the  batteries,  having 
served  for  some  time  with  one  of  the  world’s  largest  battery 
manufacturers.  The  other  man  was  a  successful  salesman 
of  railroad  supplies  and  wns  also  equipped  to  handle  the 
administrative  end  of  the  business. 

These  two  men  put  in  their  own  money,  raised  some  capital 
from  friends  and  business  acquaintances,  and  purchased  a 
small  amount  of  equipment,  sufficient  to  manufacture  their 
product  in  small  rented  quarters  in  a  large  Middle-Western 
city.  The  production  man  had  designed  a  battery  satis¬ 
factory  to  large  railroad  users.  The  city  selected  for  the 
factory  was  an  important  railroad  center,  where  many 
railroads  had  their  headquarters.  Moreover,  delivery  could 
be  made  to  many  prosperous  WTestem  carriers,  an  impor¬ 
tant  feature,  because  there  were  only  three  large  companies 
manufacturing  these  railroad  batteries  and  they  were  all 
located  in  the  East. 

Since  the  company  was  started  with  small  capital,  it  was 
thought  best  not  to  invest  too  much  of  the  funds  in  plant 
and  equipment.  The  organizers  therefore  negotiated  with 
other  manufacturers  to  supply  needed  parts  that  could  not 
be  made  in  the  company’s  plant  because  of  limited  equip¬ 
ment.  Arrangements  such  as  these  left  more  capital  free 
for  purchase  of  inventories  and  for  operating  expenses — 
rent,  power,  light,  labor,  etc. 

Step  2 — A  small  force  of  skilled  workmen  was  employed.  The 
output  was  small  at  the  start,  but  capable  of  being 
expanded  gradually.  Close  supervision  enabled  the  firm 
to  turn  out  a  high-grade  product.  Orders  booked  ahead 
made  possible  an  accurate  estimate  of  factory  needs,  the 
railroad  customers  being  able  to  anticipate  their  require¬ 
ments.  Furthermore,  the  company  was  able  to  operate 
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efficiently  with  its  small  capital  because  it  could  determine 
accurately  when  its  output  would  be  paid  for.  It  sold  to 
large  railroads,  and  while  some  time  elapsed  before  each 
shipment  could  be  thoroly  tested  and  finally  approved, 
the  certain  payment  of  every  invoice  could  be  relied  upon. 
Some  of  the  ingredients  of  the  product  had  to  be  con¬ 
tracted  for  in  fairly  large  quantities;  others  had  to  be  kept 
in  stock  some  time  because  the  process  of  manufacture 
was  uneven.  Many  small  parts  could  be  obtained  from 
near-by  suppliers  on  short  notice.  The  company’s  bank¬ 
ing  facilities  w'ere  at  first  rather  limited,  but  as  the  opera¬ 
tions  of  the  business  proved  profitable,  these  facilities 
were  extended. 

Step  3 — By  putting  profits  back  into  the  business  and  by 
increasing  operating  efficiency  thru  careful  planning,  the 
managers  were  able  to  increase  the  output  gradually.  But 
this  normal  increase  was  not  large  enough  to  take  care  of 
all  the  orders  that  could  be  booked.  The  railroads  were 
constantly  buying  replacements  for  worn-out  batteries,  and 
this  company  could  get  more,  business  if  it  could  enlarge 
its  facilities. 


EXPANDING 

Step  4 — Consideration  of  Factors.  The  managers  decided  to 
expand  operations.  Additional  capital  wTas  needed  for  fit¬ 
ting  up  a  larger  factory,  buying  additional  machinery  and 
equipment,  employing  more  men,  and  using  greater  quan¬ 
tities  of  raw  materials.  It  was  estimated  that  the  cost  of 
production  per  unit  could  be  lowered  by  obtaining  quan¬ 
tity  discounts  on  supplies,  by  performing  more  of  the 
actual  processes  of  manufacture  within  the  factory,  and 
by  replacing  certain  manual  processes  by  machine  work. 
(By  increasing  output  to  a  certain  point  it  was  determined 
that  economical  use  of  machines  could  be  made  in  several 
operations.) 

One  of  the  managers  had  perfected  a  storage  battery  on 
which  a  patent  had  been  obtained,  and  it  was  planned  to 
add  this  product  to  the  railroad  battery,  since  many  opera¬ 
tions  in  production  would  be  quite  similar  and  since  many 
of  the  same  raw  materials  could  be  used.  There  also 
seemed  to  be  a  greater  field  for  development  in  the  line 
of  storage  batteries. 

gtep  5 — The  next  move  was  to  obtain  the  needed  capital  for 
expansion.  The  purchase  of  $20,000  worth  of  additional 
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equipment  was  planned,  which  included  a  specially  designed 
heat-treating  furnace.  About  $10,000  worth  of  machinery, 
equipment,  and  tools  was  already  owned. 

Efforts  were  made  among  the  acquaintances  and  friends 
of  the  managers  to  raise  additional  cash  capital.  A  few 
thousand  dollars  was  thus  obtained.  It  was  felt,  however, 
that  a  stock-selling  campaign  was  needed  to  interest  out¬ 
side  investors.  This  campaign  was  launched  under  the 
direction  of  an  experienced  stock  salesman  to  sell  $50,000 
of  stock. 

Step  6 — A  suitable  factory  site  was  located  60  miles  from  the 
city,  in  a  small  town  where  local  business  men  were  will¬ 
ing  to  erect  a  building  and  lease  it  for  a  long  term  at  a 
nominal  rental.  With  the  new  machinery,  the  company 
would  not  require  so  much  labor;  and  labor  in  the  small 
town,  while  less  skilled  than  city  labor,  was  steady  and  low- 
priced. 

Step  7 — Another  factor  in  the  choice  of  this  particular  site  was 
the  prospect  of  selling  stock  to  local  business  men. 

The  company  figured  that  it  had  enough  money  to  change 
its  quarters  and  to  contract  for  the  purchase  of  the  new 
machinery.  It  intended  to  meet  the  notes  for  the  new 
equipment  with  the  money  that  would  be  forthcoming 
from  the  sale  of  stock. 

Step  8 — By  this  time  the  company  had  established  satisfactory 
credit  with  its  bankers,  from  whom  it  now  obtained  rather 
large  short-time  loans  to  meet  the  expenses  of  moving, 
interrupted  operations,  and  initial  payments  on  the  new 
equipment.  These  loans,  then,  were  not  used  as  working 
capital,  but  as  temporary  supports  to  the  “fixed  capital” 
requirements.  The  loans  were  negotiated  for  short  terms, 
because  indications  pointed  toward  lower  interest  rates  in 
the  near  future. 

OPERATING  UNDER  NEW  CONDITIONS 

Step  9 — The  company  effected  the  transfer  of  its  factory  while 
the  stock-selling  campaign  was  in  progress.  No  falling  off 
in  sales  was  occasioned,  because  the  firm  had  had  the  good 
will  of  its  railroad  customers  and  had  never  encountered 
great  sales  resistance  in  this  field. 

But  as  the  company  was  starting  operations  in  its  new 
plant,  several  difficulties  arose.  The  stock-selling  cam¬ 
paign  failed  to  provide  money  from  new  subscriptions. 
The  new  furnace  “settled,”  and  entailed  a  large  expense 
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for  repairs.  Local  business  men  did  not  buy  as  much  stock 
as  expected.  The  local  bank  failed  to  extend  the  credit 
relied  upon.  The  company  became  unable  to  meet 
promptly  its  bills  to  suppliers.  Its  bank  balance  became 
so  low  that  it  could  not  purchase  a  quantity  of  small  porce¬ 
lain  fittings  (a  small  item  in  itself,  yet  holding  up  a  large 
order  of  railroad  batteries  which  one  of  the  company’s  best 
customers  was  urgently  demanding). 

Step  10 — Further,  the  company  found  that  it  had  processed 
a  lot  of  material  that  had  to  be  held  up  from  further  work 
pending  the  arrival  of  materials  which  could  not  then  be 
purchased  because  of  shortage  of  funds.  The  company  had 
quite  large  outstanding  accounts  receivable — absolutely 
good,  but  not  collectible  until  the  railroad  buyers  had  had 
sufficient  time  to  check  the  shipments  0.  K.  and  authorize 
payments. 

Step  11  — Production  of  the  new  storage  battery  had  been 
started,  but  this  was  found  to  present  certain  difficulties. 
The  original  product — railroad  batteries — was  fairly  well 
standardized,  only  a  small  variety  of  different  styles  being 
required.  The  storage  batteries,  however,  had  to  be  made 
up  in  a  wide  variety  of  sizes  and  styles  and  a  fairly  large 
stock  had  to  be  carried  on  hand.  The  management, 
familiar  with  the  railway-supply  business,  was  apparently 
not  prepared  to  deal  with  an  entirely  new  merchandising 
problem.  It  had  to  learn  a  new  marketing  process,  and,  to 
complicate  matters,  additional  money  had  to  be  tied  up  in 
“consignment  orders.” 

Step  12 — The  management,  seeing  the  absolute  necessity  of 
getting  more  money  into  the  company,  redoubled  its  efforts 
to  sell  stock.  Prospective  purchasers  were  taken  down  to 
the  factory  town  and  entertained.  Money  was  spent  liber¬ 
ally  within  the  factory  town  to  arouse  the  enthusiasm  of 
local  investors.  Thru  these  methods,  the  company  suc¬ 
ceeded  in  selling  about  $30,000  of  additional  stock,  but  in 
checking  up  it  was  found  that  promotional  efforts — includ¬ 
ing  the  expense  of  starting  the  new  stock-selling  campaign 
and  of  changing  locations — had  taken  almost  $15,000.  Thus 
a  large  sum  had  to  be  shown  on  the  balance  sheet  as  organi¬ 
zation  expense  and  goodwill,  because  this  amount  was  not 
represented  by  real  assets.  The  company,  you  will  remem¬ 
ber,  had  figured  that  it  needed  to  raise  $50,000.  It  had 
succeeded  in  getting  more  money  into  the  treasury,  but  the 
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amount  available  for  use  had  not  been  increased  as  much  as 
necessary. 

MAKING  YOUR  RECOMMENDATIONS 

Now  that  you  have  collected  and  studied  the  facts,  you 
are  ready  to  determine  where  errors  and  faulty  decisions 
were  made  and  what  general  policies  should  be  followed 
to  put  the  company  on  a  profitable  operating  basis  from 
a  financial  standpoint.  You  will  work  this  out  on  the 
inclosed  work  sheet  step  by  step. 

The  work  sheet,  properly  filled  out  as  explained,  you 
will  submit  to  the  Instruction  Staff  of  the  University  for 
critical  review  and  constructive  comments  and  sugges¬ 
tions.  Your  work  sheet  will  be  returned  to  you,  accom¬ 
panied  by  an  Executive  Report,  which  will  enable  you  to 
review  the  whole  situation,  and  serve  as  a  guide  to  you  in 
handling  business  problems  of  your  own  in  the  future. 
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Part  I 


Office  and  Accounting  Control 
L'  "V  ERY  business  has  a  general  office,  and  larger 
-L'  business  concerns  have  also  departmental  offices, 
such  as  the  individual  offices  of  buyers  in  a  department 
store  or  a  wholesale  house,  which  are  usually  located 
close  to  or  within  the  departments  they  serve.  The  gen¬ 
eral  office  in  smaller  business  concerns  may  be  nothing 
more  than  a  desk  and  a  chair  and  perhaps  a  table  and  a 
filing  case;  and  one  man  or  woman  may  handle  all  the 
office  work.  Other  general  offices  occupy  a  whole  build¬ 
ing  or  a  large  part  of  a  big  building,  with  their  full  com¬ 
plements  of  officials  and  clerks.  Some  lines  of  business, 
such  as  insurance  companies,  advertising  agencies,  or 
bond  houses,  have  large  office  organizations;  others,  such 
as  tanneries,  lumberyards,  or  warehouses,  require  very 
little  office  facilities  in  relation  to  other  parts  of  the 
business.  Thus  the  word  “office”  is  a  term  of  broad 
meaning. 

But  whether  the  business  is  large  or  small  and  whether 
the  office  end  of  the  business  is  relatively  important  or 
unimportant,  the  same  fundamental  principles  apply  in 
successfully  directing  office  activities.  There  is,  in  fact, 
no  fundamental  difference  between  the  function  of  the 
large  general  office  and  the  smaller  special  or  depart¬ 
mental  office  of  a  business.  Both  are  there  to  serve  the 
other  parts  of  the  business  by  handling  the  wide  range 
of  record  keeping,  correspondence,  ordering,  billing,  and 
the  hundred  and  one  other  kinds  of  work  that  classify  as 
office  activities. 
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The  Broad  Contribution  of  the  Office.  From  the  point 
of  view  of  management,  all  business  operations  resolve 
themselves  broadly  into  those  of  production,  distribution, 
and  finance.  Directing  these  three  departments  is  the 
broad  function  of  general  administration.  Not  only  are 
production  and  distribution,  as  such,  facilitated  by  office 
activities,  but  also  the  more  general  administrative  func¬ 
tion  of  management,  including  supervisory  control  of  the 
business  as  a  whole,  is  centered  in  the  main  office. 

Thru  an  office,  orders  received  from  the  salesmen  are 
recorded,  and  copies,  with  necessary  instructions  as  to 
specifications,  shipping,  terms,  and  so  on,  are  forwarded 
to  the  departments  that  fill  the  order.  If  the  order  calls 
for  shop  work,  it  is  translated  into  terms  which  the  work¬ 
ers  at  the  machines  and  benches  will  understand. 

Thru  the  office  the  requisitions  of  shop  foremen  or  of 
storekeepers  are  translated  into  orders  for  supplies,  and 
these  orders  are  followed  up  until  delivery  is  effected. 
Thru  the  office,  payments  and  collections  of  all  kinds  are 
handled.  Thru  an  organized  handling  of  all  mail  and  the 
collection  and  delivery  of  all  internal  correspondence,  the 
office  facilitates  rapid  written  communication  between 
various  parts  of  the  business  and  outside  connections. 
Thru  a  centralized  supply  service  the  office  relieves  other 
departments  of  the  annoyance  of  maintaining  their  own 
stocks  of  supplies,  and  obtains  the  advantages  of  an 
economic  control  of  supplies  that  often  run  into  sav¬ 
ings  of  many  thousands  of  dollars  annually. 

Thus  does  the  office  variously  facilitate  the  conduct  of 
business.  It  also  facilitates  the  administration  of  the 
business  thru  recording  and  presenting  the  facts  upon 
which  management  must  depend  for  its  control  of  all 
activities,  as  is  fully  explained  in  the  larger  section  of 
this  course  on  Accounting  and  Statistical  Control. 

With  growing  appreciation  of  the  worth  of  statistical 
data,  the  office  is  being  called  upon  more  and  more  for 
the  gathering  and  tabulation  of  pay-roll  data,  employ- 
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ment  data,  data  as  regards  purchases  and  sales,  and  for 
all  manner  of  facts  which  help  particularly  in  financing 
the  business. 

The  Evaluation  of  Office  Activities.  Management  deter¬ 
mines  which  of  the  office  activities  contribute  most  effec¬ 
tively  to  business  profits  and  give  to  those  activities  the 
greater  attention  that  they  deserve.  The  relative  impor¬ 
tance  of  different  office  activities  varies  in  different  kinds 
of  business.  In  a  manufacturing  business,  routines — order 
routines,  billing  routines,  purchasing  routines — play  a 
prominent  part ;  in  a  department  store,  control  of  buying 
is  very  important,  while  in  some  other  types  of  business, 
as  in  a  bond  house,  services  to  customers  are  the  impor¬ 
tant  office  functions.  Management  must  manifest  a  sure 
sense  of  proportion  and  give  the  greater  attention  in  each 
case  to  those  activities  of  the  office  which  count  for  most 
in  the  operation  of  the  particular  business.  We  should 
remember  that  in  every  department  of  business  — 

The  first  requisite  of  profitable  management  is  an 
accurate  appreciation  of  the  comparative  values  of  the 
activities  performed. 

Such  an  appreciation  of  values  underlies  the  solution 
of  the  problem  of  having  the  necessary  flexibility  in  the 
organization. 

Where  a  concern  is  highly  departmentalized  it  is  often 
the  case  that  the  needs  of  one  particular  department  will 
be  paramount  at  one  time,  another  at  another  time. 
There  are  some  highly  seasonal  lines,  such  as  fruit  can¬ 
ning,  wherein  profits  for  the  entire  year  are  made  in  a 
few  months.  In  some  lines,  the  sales  force  may  be  in¬ 
tensely  active  at  one  time  of  year.  Then,  at  that  time, 
other  needs  must  give  way  to  sales.  Work  of  less  press¬ 
ing  importance  is  postponed  if  necessary  to  help  the  sales 
force.  In  general — 

Management  must  determine  what  activities,  at  any 
particular  period,  should  be  given  priority  of 
attention. 
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Flexibility  may  entail  a  temporary  transfer  of  some 
members  of  the  office  force  from  their  regular  jobs  to 
work  which  is  of  pressing  importance.  The  faculty  to 
make  such  a  transfer  requires  that  office  work  be  organ¬ 
ized  and  planned  to  permit  modifications  in  accordance 
with  shifting  needs. 

Centralization  of  Office  Activities.  In  determining  how 
far  to  carry  the  centralization  of  the  office  activities,  a 
deciding  factor  is  the  individual  need  of  each  department. 
In  some  concerns,  for  example,  stenographers  and  typists 
will  render  service  for  all  the  departments,  their  work 
being  considered  as  a  group  activity.  Other  concerns, 
again,  will  find  this  consolidation  entirely  impracticable, 
for  the  reason,  perhaps,  that  some  of  the  departments 
handle  correspondence  that  is  highly  technical,  with  which 
familiarity  on  the  part  of  stenographers  is  needed  before 
it  can  be  handled  effectively.  Again,  it  may  be  in  line 
with  greater  efficiency  to  have  stenographers  do  some  fil¬ 
ing,  record  keeping,  or  miscellaneous  secretarial  work. 
So  we  see  that  the  division  of  labor  along  job  lines — to 
borrow  a  factory-management  expression — must  be  de¬ 
cided  according  to  the  individual  needs  of  the  business 
or  of  the  departments  in  a  business;  and  along  with  well- 
defined  division  of  labor  must  be  carried  the  idea  of  flex¬ 
ibility  as  previously  explained. 

The  advisability  of  centralization  or  decentraliza¬ 
tion  of  office  activities  varies  and  is  determined  by 
the  needs  of  the  individual  business. 

Care  in  Adopting  Standard  Office  Practice.  In  organiz¬ 
ing  all  office  activities,  management  must  be  mindful  of 
the  practical  circumstances  faced.  Adopting  a  certain 
standard  office  practice,  just  because  many  do  it,  might 
not  be  efficient  office  practice  in  your  business.  Doing 
things  solely  because  many  others  do  those  things  is 
never  good  practice. 

An  exporting  house  handling  a  staple  product  trans- 
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acted  the  greater  portion  of  its  business  by  cable.  Nearly 
all  bids  and  offers  were  made  “over  the  wires.”  Con¬ 
siderable  dealing  in  futures  was  carried  on;  in  fact,  the 
business  was  to  a  high  degree  speculative.  The  head  of 
this  business  made  it  a  rule  that  all  firm  offers  must  be 
O.K.’d  by  him  before  being  transmitted;  and  he  so  ruled 
mainly  because  others  did  this  in  many  other  lines. 

These  firm  offers,  however,  were  based  upon  definite 
quotations  obtained  in  the  open  market  on  parcels  of 
the  product  that  were  either  in  sight  or  “to  arrive.”  When 
the  market  wTas  “alive”  and  sales  were  very  active,  the 
latest  quotations  would  frequently  come  in  about  7  p.  m. 
By  that  time  the  head  of  this  firm  usually  had  gone 
home.  Hence,  no  offers  based  on  that  day’s  prices  could 
be  made  until  the  following  day.  The  result  very  often 
was  that  the  foreign  market  for  an  attractive  parcel  was 
lost,  competitors  having  made  more  timely  offers. 

The  profitableness  of  the  business  largely  depended 
upon  speed  and  the  use  of  the  overnight  wires.  When 
the  head  of  this  firm  came  to  figure  up  his  actual  losses 
from  this  source,  he  gave  his  foreign  quotation  clerks 
quantity  limits,  up  to  which  they  might  make  firm  offers. 
He  also  gave  attention  to  training  these  clerks  in  the 
exercise  of  good  judgment  in  sizing  up  opportunities. 

In  managing  an  office,  or  any  part  of  a  business, 
responsibility  must  be  delegated  to  meet  the  actual 
conditions  faced.  Standard  practice  is  not  efficient 
in  all  cases. 

Sometimes  an  office  practice  owes  its  inception  to  the 
personal  peculiarities  of  some  prominent  executive  whose 
influence  in  the  business  is  so  powerful  and  dynamic  that 
it  is  simply  a  matter  of  wise  forethought  to  establish  an 
exceptional  office  procedure  which  will  make  provision  for 
his  personal  requirements.  One  man  of  this  kind  is  the 
president  of  an  internationally  known  soap  manufactur¬ 
ing  company.  This  executive  dictates  letters  and  instruc¬ 
tions  so  rapidly  that  he  requires  three  stenographers  to 


6 


EFFECTIVE  ADMINISTRATIVE  CONTROL 


take  down  what  he  says,  so  that  any  inaccuracies  on  the 
part  of  one  stenographer  are  likely  to  be  found  and  cor¬ 
rected  by  the  others — for  all  three  stenographers  col¬ 
laborate  in  transcribing  their  shorthand  notes. 

This  is,  of  course,  far  from  standard  practice,  but  it 
pays  in  this  case.  Altho  it  is  usually  inadvisable  to  adapt 
office  routine  to  such  an  extreme  individual  peculiarity, 
yet  it  must  be  remembered  that  office  routine,  systems, 
methods,  and  the  like  are  after  all  tools  to  serve  man¬ 
agement.  In  general,  office  practice  should  be  adapted 
to  meet  the  needs  of  individual  executives,  if  they  are 
reasonable.  In  many  cases,  requiring  every  executive  to 
conform  to  a  standard  office  practice  is  unprofitable. 

Striking  the  best  balance  between  adapting  office  sys¬ 
tem  to  the  needs  of  individuals  and  requiring  individuals 
to  adapt  themselves  to  a  standardized  office  system  is 
one  of  the  basic  problems  of  office  management.  The 
one  test  for  all  office  methods,  forms,  routine,  and  devices 
is  the  question,  Does  it  pay?  If,  in  any  case,  greater 
adaptation  of  office  system  to  meet  the  individual  needs 
of  executives  or  departments  will  pay,  then,  as  in  the 
case  of  all  other  service  activities  in  a  business,  that 
adaptation  should  be  made.  Rigidly  enforcing  adherence 
to  red-tape  procedure  without  any  exceptions  or  changes 
may  easily  be  carried  too  far — to  the  point  of  diminish¬ 
ing  returns. 

Personnel  and  Operating  Problems.  The  problem  of 
office  personnel  is  one  that  always  requires  thoro  atten¬ 
tion.  Introduction  of  the  new  employe  in  the  office, 
making  sure  that  he  or  she  is  fitted  mentally  and  tem¬ 
peramentally  for  the  work  assigned,  training,  services 
that  insure  employes’  comfort  and  well-being,  provi¬ 
sions  to  encourage  thrift,  incentives  to  effort,  and  so  on, 
are  all  personnel  problems.  In  the  larger  offices,  per¬ 
sonnel  departments  responsible  for  maintaining  the  best 
possible  labor  supply  in  the  office  are  advisable.  Their 
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function,  as  just  suggested,  is  broader  than  that  of  the 
ordinary  employment  department. 

Given  a  good  force  of  office  employes,  office  routines 
must  be  carefully  organized  and  kept  moving  with  dis¬ 
patch.  Units  of  measurement  must  be  chosen.  Work 
must  be  closely  timed  and  scheduled  upon  the  basis  of 
actual  tests.  Departments  must  be  laid  out  with  a  view 
to  forward  movement  and  a  minimum  of  waste  time  be¬ 
tween  operations.  Time  control  may  be  established  by 
the  use  of  a  time-stamping  machine;  also  by  daily  and 
weekly  progress  reports. 

The  Office  and  Administrative  Control.  The  contribution 
of  the  office  to  administrative  control  depends  largely 
upon  the  general  organization  of  the  business  and  the 
ability  of  the  office  manager.  If  the  office  organization 
embraces  the  accounting  and  cost  departments,  the  ad¬ 
ministration  of  the  business  will  be  based  almost  entirely 
upon  facts  furnished  by  the  office.  If  the  office  manager 
possesses  a  comprehensive  and  thoro  knowledge  of  the 
entire  business  and  an  appreciation  of  the  facts  upon 
wffiich  the  operation  of  the  various  divisions  of  the  busi¬ 
ness  must  be  based,  he  will  be  able  to  uncover  many 
accounting  and  statistical  facts  that  are  invaluable  to 
management. 

In  addition  to  reports  obtained  as  a  result  of  formal 
accounting  and  costing  systems,  he  can  gather  much 
statistical  data  bearing  upon  employment  and  other  per¬ 
sonnel  factors,  sales  analyses  and  tabulations,  analyses 
of  purchase  data,  and  so  on.  Management  is  just  com¬ 
ing  to  appreciate  the  value  of  this  kind  of  office  assist¬ 
ance.  Considerable  attention  is  given  to  this  kind  of 
office  service,  both  in  the  larger  division  on  Office  Or¬ 
ganization  and  Management  and  the  larger  division  on 
Accounting  and  Statistical  Control.  Let  us  here  get  an 
advance  glimpse  of  the  part  played  by  accounting  in  the 
control  of  a  business. 
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The  Purposes  of  Accounting.  Whenever  he  started  a 
new  job,  an  Eastern  contractor  used  to  open  a  new 
account  with  a  substantial  deposit  at  a  near-by  bank. 
Whatever  he  spent  for  labor  or  materials  for  that  job 
came  out  of  that  account,  and  the  payments  as  they  were 
made  by  the  customer  went  into  it. 

That  this  contractor  had  a  system  of  accounting  cannot 
be  denied.  Since  he  was  not  faced  with  keen  competi¬ 
tion  and  apparently  was  content  with  the  profits  he  was 
making,  his  system  was  sufficient  for  his  desires.  Yet, 
as  compared  with  a  system  that  would  give  an  actual 
control  over  his  business,  his  system  was  crude  and  in¬ 
adequate.  He  did  not  know  where  he  stood  as  he  went 
along.  He  had  no  method  of  finding  but  whether  he  was 
making  or  losing  money  until  after  the  money  had 
already  been  made  or  lost.  Even  then  he  did  not  know 
the  amount  accurately,  for  he  took  no  account  of  the 
fact  that  some  of  the  equipment  used  in  a  job  was  bought 
for  previous  jobs,  while  some  equipment  bought  for  one 
job  would  be  taken  to  the  next  job.  No  credit  appeared 
on  the  bank  account  for  materials  that  were  bought  for 
the  job  and  not  all  used  up  on  it.  If  overhead  entered 
at  all,  it  was  in  a  most  crude  manner.  The  bank  account 


Accounting  and  statistical  facts  which  management 
needs  include — 

1.  Condition  of  the  firm,  what  it  owes,  what  is  owed 
to  it,  and  what  it  owns. 

2.  The  progress  which  has  been  made  as  a  result  of 
operations. 

3.  The  costs  of  administrating,  producing,  financing, 
distributing,  and  facilitating. 

4.  The  physical  volumes  of  materials  and  supplies  on 
hand  or  utilized  in  production  and  of  merchandise 
on  hand  or  distributed. 

5.  The  efficiency  of  performance  of  operations. 
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did  not  show  how  much  of  the  depreciation  on  equip¬ 
ment  was  chargeable  to  particular  jobs. 

What  are  the  purposes  of  accounting?  There  are  at 
least  four  purposes,  as  follows: 

1.  To  tell  whether  the  business  as  a  whole  is  making  or  losing 
money,  and  how  much. 

2.  To  tell  on  what  lines  of  goods  or  classes  of  service  the 
most  profits  are  being  made,  and  which  lines  or  kinds  of 
service  are  becoming  unprofitable. 

3.  To  enable  management  to  make  comparisons  over  differ¬ 
ent  periods  of  time,  showing  whether  results  are  improving 
or  otherwise,  and  to  what  extent. 

4.  To  determine  the  proportionate  share  of  each  owner  of 
the  business  in  the  profits  earned. 

How  accounting  best  accomplishes  these  purposes  and 
the  many  executive  uses  of  the  financial  and  statistical 
facts  developed  by  efficient  accounting  methods,  are  fully 
treated  in  the  main  division  of  this  training  course  on 
Accounting  and  Statistical  Control. 

Accounting  Should  Not  Be  Overdone.  In  planning  a 

system  of  accounts,  common  sense  should  rule,  and  there 
should  be  full  knowledge  of  the  essential  requirements  of 
the  system.  These  requirements  must  not  exceed  the 
real  needs  of  the  business.  This  is  application  of  the  buy¬ 
ing  principle  that  tells  us  to  know  definitely  just  what  we 
want  before  we  approach  salesmen  or  before  they  ap¬ 
proach  us. 

It  is  a  case  of  overaccounting  if  an  executive  insists 
upon  knowing  his  exact  departmental  profit  earned  at 
the  end  of  each  week,  when  he  could  get  along  just  as 
well  with  a  monthly  balance — if  the  cost  of  maintaining 
the  weekly  system  exceeds  the  benefits  to  be  derived 
from  the  more  frequent  figures.  It  is  not  to  be  assumed 
from  this  that  weekly  figures  are  not  advisable  in  some 
cases  and  even  daily  summaries  in  a  few  lines.  Bankers 
sometimes  require  a  daily  financial  statement  when  they 
are  forced  to  take  over  an  insolvent  business.  But  daily 
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or  weekly  statements  covering  major  activities  in  detail 
are  not  necessary  as  a  rule;  the  advantage  gained  does 
not  counterbalance  the  cost. 

Unless  a  refinement  or  an  addition  or  any  change  in 
the  accounting  system  gives  an  advantage  that  more 
than  pays  the  cost  of  the  change,  it  becomes  a  case 
of  overaccounting. 

One  common  kind  of  overaccounting  is  the  use  of  an 
unnecessarily  complicated  accounting  system.  Much  of 
an  accounting  system  may  merely  amount  to  an  abun¬ 
dance  of  figures  which  serve  no  worth-while  purpose. 
To  have  the  most  simple  and  most  easily  kept  and  inter¬ 
preted  system  that  gives  management  all  the  facts  it 
needs  to  have,  no  more  and  no  less,  is  the  accountant’s 
problem. 

How  Cost  Accounting  Serves  Management.  Cost  account¬ 
ing  is  a  record  of  the  total  costs  incurred  in  the  produc¬ 
tion  and  distribution  of  a  given  product.  These  total 
costs  may  be  analyzed  into: 

1.  Material. 

2.  Labor. 

3.  Manufacturing  overhead. 

4.  Direct  selling. 

5.  Indirect  selling  expense. 

6.  Administrative  overhead. 

The  first  three  items  above  are  manufacturing  costs, 
directly  connected  with  the  production  of  the  goods. 
The  item  “manufacturing  overhead”  is  stated  in  the  form 
of  a  percentage,  representing  the  proportion  of  expense 
which  a  product  carries  to  cover  every  form  of  overhead 
operating  expense,  such  as  interest,  rent,  heat,  light, 
power,  and  all  the  other  indirect  charges  that  are  incurred 
in  the  cost  of  manufacturing  the  product.  Where  a  busi¬ 
ness  does  no  manufacturing,  these  first  four  items  would 
be  replaced  by  buying  costs  or  some  similar  items. 

In  the  cost  of  selling  is  included  the  cost  of  advertis¬ 
ing.  The  total  of  direct  and  indirect  selling  costs  is 
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usually  stated  as  a  percentage  of  the  selling  price  for 
each  item  made,  or  bought,  and  sold. 

Why  Know  Costs?  Costs  are  an  important  factor  in 
determining  selling  prices,  but  if  checking  costs  against 
prices  was  the  only  use  of  cost  accounting,  the  expense 
of  maintaining  a  cost  system  might  not  be  warranted. 
There  are,  however,  many  other  benefits.  In  one  lino¬ 
leum  factory  the  excessive  cost  of  materials  showed  that 
apparently  much  more  of  the  mixture  went  into  the 
machines  than  came  out  in  the  form  of  linoleum.  This 
would  probably  never  have  been  known  had  it  not  been 
for  the  cost  figures.  An  investigation  revealed  the  fact 
that  the  rolls  between  which  the  material  passed  had 
sprung  under  the  enormous  pressure,  which  made  the 
sheet  of  linoleum  slightly  thicker  in  the  center  of  the 
width  than  at  the  edges.  That  was  easily  corrected  by 
using  slightly  crowned  rolls. 


The  costs  of  conducting  a  business  enterprise  include: 

1.  Salaries  and  wages. 

2.  Expenditures  for  materials  and  supplies. 

3.  Costs  of  professional  and  expert  services. 

4.  Repairs  and  maintenance  of  building  and  equip¬ 
ment.  (Includes  insurance,  taxes,  interest,  and 
depreciation.) 

5.  Bad-debt  losses. 

6.  Freight  and  traveling  expenses.  (Includes  hotel 
and  incidentals.) 

7.  Cost  of  advertising  space. 


Efficient  cost  accounting  gives  accurate  total  costs  of 
producing  and  selling  a  product.  This  knowledge  is  often 
indispensable  in  spotting  losses.  One  manufacturer  who 
made  and  sold  five  items  had  greater  sales  on  one  of  these 
items  than  on  all  the  other  four  items  combined.  He 
was  not  making  the  money  which  his  volume  of  business 
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warranted.  A  cost  accounting  system  was  installed,  and 
it  revealed  the  fact  that  there  was  actually  about  a 
10-cent  loss  per  unit  on  this  best  seller.  The  other  four 
items  were  carrying  the  loss  on  the  one  big  seller.  But 
the  cost  figures  in  this  case  suggested  several  small  wastes 
in  making  the  one  high-cost  item,  which,  when  elimi¬ 
nated,  saved  about  20  cents  per  unit. 

In  following  labor  costs  per  man,  it  sometimes  happens 
that  where  two  or  more  men  are  doing  the  same  kind  of 
work,  one  man  may  show  a  relatively  low  cost  per  unit 
of  output.  If  so,  it  is  important  to  find  out  why.  When 
this  happened  in  one  case,  investigation  showed  that  the 
operation  in  question  consisted  of  five  performances,  and 
that  one  of  the  men  on  this  operation  had  made  a  device 
by  which  it  was  possible  for  him  to  combine  two  of  the 
five  performances  into  one.  Then  it  was  a  simple  matter 
to  have  the  other  men  on  this  operation  use  this  same 
device. 

Cost  accounting  also  determines  the  expense  of  oper¬ 
ating  each  department  by  months  or  other  periods.  It 
therefore  gives  management  a  measure  of  the  efficiency 
of  each  department,  and  often  suggests  ways  to  improve¬ 
ment. 

Losses  from  Incorrect  Allocation  of  Overhead.  Of  the 

three  elements  of  manufacturing  costs — material,  labor, 
and  overhead  expense — figuring  costs  on  labor  and  ma¬ 
terial  usually  is  not  so  difficult  as  figuring  overhead  costs 
per  unit  of  product.  Incorrect  allocation  of  overhead  is 
a  common  mistake  in  cost  accounting. 

Suppose  the  total  of  overhead  costs  is  $50,000,  and 
suppose  that  the  total  number  of  units  of  various  kinds 
that  are  manufactured  is  50,000.  Would  a  dollar  be  the 
proper  amount  of  overhead  to  charge  against  each  unit? 
That  would  absorb  the  total  cost  of  overhead — and  that 
is  all  it  would  do.  True  cost  accounting  must  go  back 
into  the  manufacturing  processes  and  find  out  how  much 
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overhead  is  absorbed  by  each  one  of  the  different  kinds 
of  products  manufactured,  as  well  as  the  labor  and  mate” 
rial  costs. 

To  find  the  exact  cost  per  unit  of  each  kind  of  prod¬ 
uct  made  and  sold  is  the  aim  of  true  cost  accounting. 

It  is  not  the  purpose  of  this  part  of  our  preliminary 
training  to  explain  how  this  is  done,  thru  the  three  com¬ 
mon  methods  of  distributing  costs — the  “labor-dollar” 
charge,  the  “productive-hour”  plan,  and  the  “machine- 
hour”  method.  The  larger  divisions  of  this  course  on 
Production  Principles  and  on  Accounting  and  Statistical 
Control  cover  the  many  aspects  of  accounting  with  which 
every  executive  should  be  familiar. 

Cost  Accounting  and  Distribution.  Our  preliminary  sur¬ 
vey  of  cost  accounting,  however,  would  be  incomplete 
without  reference  to  the  growing  importance  of  accu¬ 
rately  figuring  the  cost  of  selling.  This  matter  is  more 
fully  treated  in  the  last  one  of  the  series  of  eight  execu¬ 
tive  manuals  covering  selling  and  sales  management. 
Here  our  purpose  is  fulfilled  by  bringing  up  the  fact  that 
sales  costs  are  not  as  yet  as  well  understood  in  general 
as  are  manufacturing  costs,  altho  it  is,  as  a  rule,  just  as 
important  to  know  selling  costs,  analyzed  by  items,  lines, 
territories,  and  salesmen,  as  it  is  to  know  manufacturing 
costs. 

When  sales  costs  are  developed  to  the  extent  that 
manufacturing  costs  are  usually  developed,  no  one  will 
ever  think  of  saying  that  since  the  total  sales  are  $500,- 
000  and  the  selling  expenses  $50,000  a  year,  it  costs  10 
per  cent  to  sell,  and  therefore  it  costs  $500  to  sell  a  $5,000 
bill  of  goods  to  an  old  customer  upon  whom  one  call  is 
made,  or  that  it  costs  $20  to  sell  $200  worth  of  goods  to 
some  far-away  dealer  upon  whom  two  calls  are  made. 

Sales  costs  based  upon  averages  are  better  than  none, 
but  they  fall  far  short  of  giving  management  of  sales 
the  kind  of  facts  about  selling  costs  that  are  useful  in 
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suggesting  ways  and  means  of  reducing  the  cost  of  sell¬ 
ing.  To  serve  this  purpose,  selling  costs  must  be  care¬ 
fully  analyzed  by  lines,  items,  territories,  classes  of  cus¬ 
tomers,  and  so  on,  as  covered  in  Executive  Manual  24. 

CONTROL  THRU  USING  REPORTS 

In  Pyle’s  life  of  James  J.  Hill,  the  great  railway 
builder  of  the  Northwest,  the  following  significant  pas¬ 
sage  appears : 

Every  day  reports  were  laid  before  him.  He  would 
put  an  unerring  finger  on  the  weak  spots,  and  nobody 
was  exempt  from  censure.  If  there  was  waste  any¬ 
where,  if  box  cars  were  seen  traveling  empty,  if  men  fell 
into  slack  methods  on  any  part  of  the  line,  presently 
a  sharp  message  came  from  headquarters.  Unless 
improvement  was  instant  and  satisfactory,  there  was  a 
vacant  place  and  a  job  for  a  new  man. 

Nothing  is  more  important  for  the  executive  than  that 
he  should  have  means  of  keeping  in  touch  with  every¬ 
thing  of  importance  that  goes  on  within  his  business  or 
department,  without  having  to  go  out  of  his  way  to  get 
the  facts.  This  may  be  done  by  a  well-planned  system 
of  operating  reports. 

The  Frequency  and  Contents  of  Reports.  Some  reports, 
such  as  those  which  daily,  weekly,  or  monthly  summarize 
operating  results,  are  required  to  be  made  regularly  and 
automatically.  Other  reports  are  specially  prepared  when 
called  for.  Management  must  not  require  any  regular 
reports  that  are  not  regularly  useful  as  a  tool  of  good 
management,  and  must  avoid  letting  red  tape  creep 
in  by  continuing  any  regularly  required  reports  after 
changed  conditions  make  them  useless.  Frequency  of 
changes  in  the  situation  reported  on  largely  determines 
the  frequency  of  reports.  In  developing  an  efficient  sys¬ 
tem  of  reports,  good  management  remembers  that — 

The  key  factors  upon  which  the  success  of  the  'busi¬ 
ness  depends  should  be  made  the  subject  of  accurate, 
concise,  and  frequent  reports. 
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Sometimes  it  is  convenient  to  have  certain  reports 
charted.  Manufacturers  that  use  large  quantities  of  some 
raw  material  often  watch  fluctuations  in  the  price  of  that 
material  by  following  a  chart  that  gives  a  graphic  com¬ 
parison  of  prices  in  different  periods.  One  large  manu¬ 
facturer  of  radiators  plots  the  fluctuating  price  of  pig 
iron  on  a  chart,  which  shows  both  past  and  present  price 
fluctuations.  This,  together  with  other  reports  on  chang¬ 
ing  conditions  that  affect  the  demand  for  pig  iron,  helps 
in  forecasting  the  probable  future  price  of  pig  iron. 


Here  are  some  of  the  reports  required  by  executives, 
grouped  according  to  frequency: 

I.  Daily  Reports  on: 

1.  Number  of  men  working  in  each  department. 

2.  Number  of  people  employed  and  discharged. 

3.  Amount  of  money  to  be  paid  out  daily  for  the 
next  ten  days. 

4.  Goods  billed. 

5.  Value  of  sales;  also  sales  value  of  unfilled 
orders  on  hand. 

6.  Amount  of  overtime  worked,  by  departments. 

II.  Weekly  Reports  on: 

1.  Overdue  accounts  receivable. 

2.  Pay  roll,  analyzed  into  piecework  and  day 
work  in  each  department;  also  into  produc¬ 
tive  and  nonproductive  work  in  each  depart¬ 
ment. 

3.  Shop  burdens  of  each  department;  that  is,  the 
amount  of  wrork  ahead  of  each  department,  in 
hours. 

III.  Monthly  Reports  on: 

1.  Productive  output  of  each  manufacturing 
department  (required  when  not  purely  on  a 
piecework  basis). 

2.  Commitments  or  financial  obligations  incurred. 

3.  Profit  and  loss  on  material  and  labor  expense 
by  departments. 

4.  Labor  turnover  of  each  department,  monthly 
summary. 
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Few  reports  are  really  complete  by  themselves.  There 
is  usually  another  side  to  each  report,  presented  in  other 
reports.  If  the  total  employed  force  is  increasing,  as 
shown  on  the  daily  reports,  for  example,  then  the  daily 
report  of  goods  billed  should  also  show  an  increase.  In¬ 
creased  outlays  indicated  in  one  report  are,  as  a  rule, 
justified  in  some  other  report. 

In  general,  the  best  written  reports  are  those  which 
separate  the  detail  from  the  important  items  and  are  so 
summarized  as  to  give  significant  comparisons  at  a 
glance.  When  charts  and  diagrams  are  used,  they  should 
not  be  involved  and  should  be  constructed  so  that  true 
comparisons  are  made.  The  use  of  red-ink  entries  to 
show  deficiencies,  discrepancies,  or  anything  abnormal, 
serves  an  excellent  purpose;  it  points  a  warning  finger 
to  management. 

An  important  principle  generally  applied  in  success¬ 
fully  managing  men  is  one  of  the  main  reasons  for  the 
important  place  of  reports  in  executive  control  of  a  busi¬ 
ness.  It  is  the  simple  fact  that — 

An  executive  inspires  greater  effort  when  the  workers 
know  he  keeps  in  close  touch  with  the  results  of  their 
work. 


ACCOUNTING  AND  THE  EXECUTIVE 

In  concluding  this  preliminary  survey  of  office  and  ac¬ 
counting  control,  let  us  remember  that  accounting  reports 
are  the  executive’s  means  of  knowing  the  financial  results 
of  the  business  as  a  whole;  that  accounting,  particularly 
cost  accounting,  may  reveal  weak  or  strong  spots  or  con¬ 
ditions  in  operating  the  business. 

Let  us  also  remember  that  an  executive  desires  to  see 
only  the  key  figures.  He  will  not  want  to  be  bothered 
with  a  mass  of  unimportant  detail.  But  he  wants  to 
know  such  facts  as  the  profit  and  sales  for  the  business 
as  a  whole  and  for  each  branch  of  the  business.  He  wants 
to  see  a  summary  of  the  expense  analysis,  with  perhaps 
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more  detail  in  specific  instances.  He  wants  a  summarized 
statement  of  financial  and  operating  conditions. 

If  any  of  these  statements  or  reports  bring  out  points 
that  need  inquiring  into  further,  however,  he  may  call 
for  details  on  certain  points.  But  it  is  a  mistake  for  an 
executive  to  be  flooded  with  a  mass  of  detailed  reports 
as  a  matter  of  routine.  New  kinds  of  accounting  state¬ 
ments  should  be  asked  for  freely  as  the  needs  for  them 
become  apparent,  and  old  ones,  the  need  for  which  has 
vanished,  should  be  abandoned,  for — 

Red  tape  soon  takes  root  when  useless  routine  is 
continued.  Good  accounting  is  free  from  red  tape. 

Enough  has  now  been  said  to  indicate  roughly  the  part 
played  by  accounting  in  profitable  management.  Later 
on,  in  the  larger  section  of  this  course  on  Accounting  and 
Statistical  Control,  we  shall  get  hold  of  many  vital  prin¬ 
ciples  which  will  enable  us  to  make  the  best  use  of  ac¬ 
counting  and  statistical  information  as  applied  in  success¬ 
ful  business  management. 

Next,  and  last  in  this  introductory  part  of  our  training 
which  is  designed  to  give  us  a  rapid  preliminary  survey 
of  the  main  problems  and  principles  of  business  manage¬ 
ment,  we  shall,  in  Part  II,  take  up  the  important  problem 
of  organization. 
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Part  II 


Management  and  Its  Organization 
AKE  from  me  everything,  but  leave  me  my  organi- 


-L  zation  and  I’ll  quickly  rebuild  the  business.  It 
would  take  many,  many  years  to  replace  my  organi¬ 
zation.” 

That  was  one  great  manufacturer’s  way  of  emphasizing 
the  importance  of  having  a  good  organization.  He  meant, 
of  course,  his  staff  of  experienced  executives,  each  one 
trained  to  assume  a  particular  responsibility  in  the  con¬ 
duct  of  the  business.  He  well  knew  how  hard  he  had 
worked  thru  the  years  at  the  job  of  surrounding  himself 
with  the  kind  of  helpers  who  were  willing  and  able  to 
assume  the  many  responsibilities  into  which  his  one  great 
responsibility — the  success  of  the  business  as  a  whole — 
was  divided. 

No  matter  how  well  an  executive  is  able  to  handle  any 
man’s  job  in  his  organization- — whether  his  organization 
is  that  of  a  department  or  of  an  entire  business— -he  can¬ 
not  personally  and  directly  assume  the  responsibilities 
attached  to  all  the  work;  he  must  assign  definite  respon¬ 
sibilities  to  his  subordinates.  If  he  is  head  of  a  large 
business,  he  must  rely  upon  one  man  for  securing  the 
best  volume  of  sales,  another  for  securing  well-balanced 
and  low-cost  production,  another  for  traffic  management, 
another  for  the  direction  of  credits  and  collections,  an¬ 
other  to  serve  as  office  manager,  and  so  on;  and  those 
managers,  in  turn,  must  delegate  many  departmental 
responsibilities  to  their  subordinates. 

It  is  plain  that  organization  means,  fundamentally, 
division  of  responsibilities  and  the  assignment  of  each 
major  and  minor  responsibility  to  an  individual  who  is 
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held  accountable  for  properly  discharging  his  particular 
responsibility.  It  is  also  plain  that  the  efficiency  of  an 
organization  rests  upon  wise  selection,  good  training,  and 
constructive  supervision  of  all  those  to  whom  responsi¬ 
bility  is  assigned.  Furthermore — 

The  larger  the  business,  the  more  necessary  and 
important  is  efficient  organization,  careful  and  clear- 
cut  division  of  responsibilities,  and  wise  selection 
and  training  of  those  placed  in  charge  of  these 
responsibilities. 

This  does  not  mean  that  organization  in  a  smaller 
business  concern  need  be  any  less  efficient  than  in  a  larger 
business.  It  means,  rather,  that  the  growth  of  any  small 
business  into  a  large  one  cannot  be  achieved  without  a 
good  solution  of  the  organization  problem.  Without 
careful  and  efficient  work  in  the  division  of  responsibili¬ 
ties  and  in  the  selection  and  training  of  those  who  assume 
them,  any  business  is  greatly  handicapped  in  its  growth. 
A  product  may  be  ever  so  good  and  it  may  have  an 
almost  unlimited  market,  yet  the  business  cannot  grow 
and  prosper  unless  the  problem  of  building  a  good  organi¬ 
zation  is  solved.  Steady  growth  in  the  size  of  a  business 
always  means  that  some  one  man,  or  small  group  of  men 
in  that  business,  has  had  a  genius  for  building  up  a  good 
organization  of  helpers,  helpers  who,  in  turn,  have  car¬ 
ried  this  genius  for  good  organization  on  into  their  respec¬ 
tive  departments  of  the  business.  Genius  of  this  kind,  as 
of  other  kinds,  arises  primarily  as  the  result  of  ability  to 
apply  basic  principles.  Let  us,  therefore,  get  hold  of 
some  of  the  more  fundamental  principles  applied  by  those 
who  are  successful  in  building  up  strong  organizations. 

The  Meaning  of  Business  Organization.  First,  we  should 
complete  our  definition  of  business  organization,  for  it  is 
a  term  of  broad  meaning  and  has  two  main  divisions. 
One  of  these  divisions  is  concerned  with  the  form  of 
ownership  of  the  business  concern,  whether  it  is  organized 
as  an  individual  proprietorship,  a  partnership,  or  a  cor- 
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poration.  This  division  is  largely  of  legal  and  financial 
significance,  a  matter  of  distributing  risks  and  apportion¬ 
ing  profit  and  loss.  The  nature  of  the  business  and  the 
amount  of  capital  investment  necessary  are  factors  of 
prime  importance  in  determining  the  most  suitable  legal 
form  of  business  unit. 

The  advantages  and  disadvantages  of  a  proprietorship, 
a  partnership,  and  a  corporation  are  respectively  covered 
in  the  major  division  of  this  course  on  Organizing  a 
Business.  Again,  in  the  section  on  Financing  a  Business, 
the  form  of  organization  is  treated  from  the  viewpoint 
of  its  relation  to  the  financing  problem. 

The  other  main  division  of  this  subject  is  commonly 
known  as  internal  or  operating  organization.  This  deals 
with  the  form  of  organization  within  the  business  unit 
itself,  as  suggested  in  the  preceding  pages.  This  division 
of  organization  is  thoroly  covered  in  the  larger  sections 
on  Production  Management,  Sales  Management,  Office 
Management,  and  so  on.  At  this  point  in  our  training 
we  should  get  a  preliminary  glimpse  of  some  of  the  basic 
problems  and  principles  of  internal  operating  organiza¬ 
tion. 

THE  FUNDAMENTALS  OF  OPERATING  ORGANIZATION 

One  of  the  important  principles  of  production,  as 
explained  in  our  preliminary  survey  of  that  subject,  con¬ 
cerned  the  matter  of  balance.  We  also  saw  the  impor¬ 
tance  of  good  balance  as  related  to  the  problem  of  financ¬ 
ing  a  business.  Now  let  us  give  some  attention  to  the 
fact  that  lack  of  good  balance  is  a  serious  defect  when 
found  in  the  organization  of  the  personnel  of  manage¬ 
ment.  Some  particularly  strong  executive  in  a  business 
may  have  a  decided  preference,  and  highly  developed 
ability,  for  selling  or  for  manufacturing,  with  the  result 
that  the  business  policies,  methods,  and  plans  are  highly 
and  well  developed  for  only  one  or  the  other  of  those 
two  sides  of  the  business. 
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There  are  cases  of  companies  headed  by  men  who  were 
formerly  sales  executives  and  who  have  risen  to  presi¬ 
dencies  and  general  managerships  largely  in  recognition 
of  their  selling  success.  As  general  executives  they  are 
in  some  cases  inclined  to  give  too  much  personal  atten¬ 
tion  to  the  company’s  sales  problem  and  not  enough 
attention  to  plans,  policies,  and  supervision  of  other 
departments.  Their  organizations  are,  therefore,  unbal¬ 
anced.  The  efficiency  of  the  selling  end  of  the  business 
is  not  matched  and  backed  up  by  an  equal  degree  of 
efficiency  in  other  departments. 

A  well-balanced  operating  organization  is  one  in 
which  all  departments  of  a  business  are  evenly  bal¬ 
anced  with  respect  to  the  efficiency  of  their  operation. 

While  it  is  not  entirely  true  that  an  organization,  as  a 
whole,  is  no  stronger  than  the  weakest  link  in  its  chain 
of  departments,  it  is  true  that  a  wreak  department  here 
or  there  does  necessarily,  to  some  extent,  weaken  the 
efficiency  of  all  other  departments  of  the  business.  An 
inefficient  credit  department  can,  for  example,  greatly 
cut  down  the  efficiency  of  the  sales  department,  while  an 
inefficient  sales  department  can  greatly  handicap  produc¬ 
tion,  as  by  not  getting  a  volume  of  sales  on  one  line  or 
item  sufficient  to  permit  low-cost  production.  On  the 
other  hand,  inefficient  production  can  greatly  reduce  effi¬ 
ciency  in  sales  and  financing.  These  important  relation¬ 
ships  have  been  emphasized  in  preceding  manuals.  If 
there  is  one  thing  we  must  remember  as  a  requirement  of 
profitable  management,  it  is  the  fact  of  the  interdepend¬ 
ence  of  various  departments  in  a  business. 

The  Basis  of  Balanced  Management.  The  scope  of  re¬ 
sponsibility  assigned  to  any  one  executive  should  not 
exceed  the  bounds  of  his  ability  and  inclination  to  handle 
each  separate  and  important  phase  of  his  responsibilities 
with  equal  zeal  and  efficiency.  That  is  the  basis  of  well- 
balanced  management. 


MANAGEMENT  AND  ITS  ORGANIZATION 


23 


Sometimes  a  man  who  has  come  up  thru  the  factory 
risks  his  customers’  good  will  by  trying  to  force  odd  sizes 
or  shapes,  too  large  or  too  small  units,  and  other  unpopu¬ 
lar  practices  upon  those  to  whom  he  sells  in  order  to 
secure  certain  factory  operating  advantages;  he  thereby 
is  likely  to  lose — either  in  lower  sales  volume  or  higher 
selling  costs,  or  both — more  than  he  gains  in  lower  costs 
of  production. 

If  a  man  would  rise  high  as  a  business  executive,  he 
must  not  be  one-sided  but  many-sided  in  his  interests 
and  his  knowledge  of  business  management. 

That  principle  was  explained  in  Executive  Manual  1. 
Every  executive  must  recognize  the  fact  that  long  train¬ 
ing  in  one  end  of  a  business  will  be  a  handicap  in  direct¬ 
ing  other  phases  of  the  business  unless  he  deliberately 
takes  the  steps  necessary  to  broaden  his  interests  in  and 
his  knowledge  of  other  departments.  This  is  also  true 
in  the  case  of  each  department  manager,  who  is  able  to 
get  and  to  give  the  most  effective  cooperation  in  other 
departments  of  the  business  when  he  understands  thoroly 
the  problems  and  principles  applied  in  efficiently  man¬ 
aging  other  departments,  as  emphasized  in  previous 
manuals. 

One  Way  of  Avoiding  One-Sided  Management.  The  head 
of  a  large  company  that  makes  washing  machines  is, 
himself,  distinctly  of  the  sales  type.  He  is  entirely  con¬ 
scious  of  this  fact  and  of  the  consequent  possibility  of 
lack  of  well-balanced  management.  But  he  guards 
against  this  possibility  by  surrounding  himself  with  sev¬ 
eral  able  executives  of  different  experience,  inclinations, 
and  training. 

A  course  of  training  in  business  management  was 
responsible  for  this  policy;  it  impressed  upon  him  the 
importance  of  other  phases  of  business  management.  He 
frankly  recognizes  the  fact  that  he  is  a  salesman  by  na¬ 
ture.  He  appreciates  the  great  value  that  lies  in  strong 
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selling  ability,  but  he  checks  himself  from  going  into 
projects  urged  overstrongly  by  his  intense  sales  enthu¬ 
siasm. 

Some  sort  of  check  is  needed  by  any  executive  who  by 
nature  and  training  is  inclined  to  be  one-sided.  The  most 
fundamental  and  effective  check  is  broad  and  sound 
training  in  business  management  as  a  whole. 

The  more  of  a  specialist  any  executive  is,  the  greater 
is  his  need  for  hroad  training  in  business  manage¬ 
ment. 

In  building  a  well-balanced  organization  it  is  good 
policy  to  select  and  develop  specialists  for  handling  the 
work  of  each  department.  That  is  necessary.  But  a 
specialist  in  sales  or  traffic  or  in  production  or  finance 
or  in  credit  work  can  best  serve  the  interests  of  the 
business  as  a  whole  if  he  is  broad  gauged — if  his  under¬ 
standing  of  business  is  not  confined  to  his  special  job, 
but  extends  into  other  departments.  Then  only  is  he 
the  kind  of  specialist  who  is  able  to  handle  his  own 
work  in  the  way  that  most  effectively  promotes  the  suc¬ 
cess  of  the  business.  Having  several  different  types  of 
men  in  a  business  organization  supplements  the  require¬ 
ment  of  having  specialists  with  broad  training  in  business 
management,  but  does  not  take  the  place  of  it. 

Authority  Coextensive  with  Responsibility.  It  is  a  seri¬ 
ous  mistake  to  assign  to  any  executive  the  responsibility 
for  the  successful  operation  of  a  department  and  not 
to  give  him  full  authority  in  that  department,  as  when, 
for  example,  a  sales  manager  is  held  responsible  for  get¬ 
ting  the  best  volume  of  sales  at  low  selling  cost,  but  must 
have  the  approval  of  someone  else  on  such  matters  as, 
say,  expense-account  allowances.  The  man  who  is  given 
a  definite,  clear-cut  responsibility  for  which  he  is  held 
accountable  and  then  is  required  to  submit  to  the  deci¬ 
sions  and  judgment  of  others  on  certain  matters  that 
fall  within  the  scope  of  responsibility  assigned  to  him, 
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is  a  victim  of  the  lack  of  application  of  one  of  the 
most  fundamental  principles  of  efficient  organization — 
“authority  must  be  coextensive  with  responsibility.”  The 
man  who  is  promoted  to  a  bigger  job  of  greater  responsi¬ 
bility  and  is  not  at  the  same  time  given  fully  the  author¬ 
ity  necessary  to  discharge  that  greater  responsibility  is,  in 
effect,  being  pushed  ahead  and  at  the  same  time  held 
back.  It  is  obviously  unjust  to  expect  good  results  unless 
an  executive  has  authority  to  go  ahead  and  get  results 
in  his  own  way,  with  full  power  to  act  as  he  himself 
sees  to  be  the  best  way  to  get  the  desired  results. 

The  wise  organizer  delegates  the  amount  of  author¬ 
ity  necessary  to  get  the  job  done;  he  sees  to  it  that 
authority  is  coextensive  with  responsibility. 

The  foregoing  principle  applies  in  all  management. 
In  assigning  responsibilities  and  giving  the  requisite 
authority  for  efficiently  discharging  them,  it  is  necessary, 
however,  either  to  be  sure  that  the  person  assigned  is 
fully  trained  to  exercise  his  authority  without  abusing 
it  or  to  limit  the  authority;  but  limitation  of  authority 
implies  also  limitation  of  responsibility  in  accordance 
with  the  basic  principle  above  stated. 

The  Use  of  an  Organization  Chart.  Let  us  see  how 
charts  are  used  in  applying  the  authority  principle  just 
explained.  Organization  charts  picture  the  connecting 
lines  of  authority  and  of  responsibility  between  the 
executives  of  an  organization.  They  provide  clearly 
marked  functions  for  assignments  of  responsibility  and 
definite  channels  for  the  flow  of  orders,  reports,  and 
suggestions;  and  they  serve  to  locate  each  man  in  an 
organization. 

Organization  charts  usually  show  functional  divisions, 
but  they  do  not,  as  a  rule,  specify  duties.  True,  the 
ideal  organization  diagram  has  appended  to  it  the  duties 
of  each  man ;  but,  as  a  chart,  its  main  purpose  is  to  map 
cut  lines  of  responsibility  and  of  authority.  Two  or 
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Dividing  and  classifying  business  activities  on  a  practical  basis. 
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Delegation  of  operating  responsibilities  on  a  practical  basis. 
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more  men  may  share  authority  in  handling  one  of  the 
more  important  functions.  But  in  such  cases,  the  neces¬ 
sity  for  a  well-defined  division  of  responsibility  and 
authority  in  handling  that  function  is  paramount. 

One  well-planned  organization  chart,  with  few,  if  any, 
modifications,  may  serve  for  many  concerns  of  the  same 
type ;  but  duties  will  differ  under  the  same  titles  in  prac¬ 
tically  every  business. 

A  fundamental  principle  of  good  organization  is  that 
duties  shall  be  assigned  to  fit  the  qualifications  of 
the  man. 

So  long  as  the  lines  of  authority  are  clear  cut,  one 
man  may  be  held  responsible  for  several  sets  of  duties; 
but  he  must  keep  the  lines  of  authority  clearly  in  mind, 
and  must  carefully  avoid  confusion  between  duty  and 
authority.  He  will  make  suggestions  and  give  advice, 
or  he  will  issue  authoritative  orders,  according  to  the 
limits  of  the  boundaries  of  his  authority,  not  according 
to  his  duties. 

Lines  of  authority  often  may  be  very  little  in  evidence 
until  opposing  views  present  themselves.  Then  someone 
has  to  decide  the  issue.  That  someone  is  the  executive 
in  authority.  This  reveals  the  advisability  of  having  a 
chart  that  shows  lines  of  general  authority,  as  contrasted 
with  detailed  duties  in  specific  departments  and  jobs. 

Growth  Necessitates  Better  Organization.  The  size  of 
a  business  has  much  to  do  with  the  determination  of 
its  organization,  and  the  larger  the  business  the  greater 
is  the  necessity  for  good  organization  and  for  a  carefully 
prepared  organization  chart. 

Alfred  Marshall  made  a  significant  statement  when 
he  said,  in  effect,  that  the  crucial  point  in  business 
expansion  arrives  when  orders  must  be  written  instead 
of  spoken.  From  that  point  on  the  delegation  of  author¬ 
ity  grows  rapidly.  At  that  point  the  one-man  control 
which  characterizes  a  smaller  business  reaches  the  place 
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where  real  authority  must  be  delegated  to  more  than 
one  man.  In  other  wTords,  the  growth  of  a  business  brings 
into  high  relief  the  problem  of  organization,  which,  as 
we  have  seen,  means  fundamentally  the  division  and 
delegation  of  responsibilities  along  with  commensurate 
authority  to  discharge  them  efficiently. 

The  Great  Eastern  was  a  colossal  steamship  built 
about  1858.  She  was  faithfully  modeled  after  one  of 
the  typical  small  steamships  of  that  time,  the  difference 
being  in  size  alone — and  she  was  a  colossal  failure.  No 
more  can  we  create  a  large  business  organization  by  sim¬ 
ply  multiplying  the  features  of  a  one-man  business  to 
several  times  its  former  size,  changing  it  in  no  other 
way  than  swelling  its  dimensions,  and  have  it  succeed. 
The  50-man  shop  thus  developed  into  a  750-man  plant 
would  be  as  unwieldy  as  was  The  Great  Eastern. 
Growth  in  size  requires  fundamental  changes  in  organi¬ 
zation.  Many  reassignments  and  realignments  of  respon¬ 
sibilities  and  of  authority  are  necessary  as  a  business 
grows — and  are  necessary  also  in  promoting  the  growth 
of  a  business. 

Providing  for  Growth.  The  organization  of  a  small 
business  that  looks  ahead  should — like  the  first  plant 
erected,  as  explained  in  our  preliminary  survey  of  pro¬ 
duction — be  definitely  planned  for  growth. 

Executives  in  a  small  business  may  have  relatively 
wide  scopes  of  responsibility  and  of  authority,  but  their 
responsibilities  and  their  respective  authority  should  be 
none  the  less  clear  cut  and  well  defined.  Lack  of  good 
organization  has  interfered  with  the  growth  of  many  a 
two  or  three  man  business.  When  a  small  business 
grows  into  a  large  one,  this  is,  in  nearly  every  case,  a 
testimonial  to  the  fact  that  the  organization  problem 
was  well  handled  when  the  business  was  small. 

If  the  major  responsibilities  of  any  business  are  clear 
cut,  and  if  each  major  responsibility  is  the  special  work 
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of  one  man  who  is  best  qualified  for  handling  it  among 
all  available  men  in  the  organization,  then  the  organi¬ 
zation  problem  is  simplified  by  having  each  man  in 
charge  of  each  major  responsibility  also  make  clear-cut 
subdivisions  of  his  department  of  the  business.  The 
organization  problem  of  every  executive  in  the  business, 
whether  his  responsibility  or  department  is  great  or 
small,  is  fundamentally  the  same  as  that  of  the  head 
of  the  business.  Every  executive  in  a  business  must, 
therefore,  understand  the  basic  principles  of  efficient 
organization.  These  principles  are  stated  and  explained 
especially  in  the  main  division  of  this  course  on  Direct¬ 
ing  Production.  It  is  in  connection  with  production 
that  operating  organization  has  received  the  most  atten¬ 
tion  ;  but  the  basic  principles  in  organizing  the  personnel 
of  production  also  apply  in  other  departments. 

PRACTICAL  ASPECTS  OF  DEPARTMENTAL  ORGANIZATION 

When  closely  connected  operating  activities  are  grouped 
into  departments,  the  conduct  of  a  business  is  facilitated, 
because  there  are  fewer  individual  units  of  the  business 
as  a  whole  to  keep  in  adjustment.  If  five  separate 
operating  activities  are  placed  in  one  department  under 
one  executive  who  is  thoroly  capable  of  managing  the 
five  sets  of  activities,  it  is,  as  a  rule,  better  than  to  have 
two  or  more  executives  in  charge  of  those  five  related 
activities  or  functions.  Thus  departmental  organization 
may  be  carried  too  far.  When  each  department  is 
headed  by  an  executive  whose  authority  in  relation  to 
his  department  is  about  the  same  as  that  of  all  other 
department  heads,  it  is  naturally  harder  to  coordinate 
the  work  of  ten  departments  than  of  five  or  six  or  of 
any  number  less  than  ten. 

The  Basis  of  Departmental  Divisions.  Departmental 
groupings  may  be  planned  or  they  may,  like  Topsy,  just 
grow  up.  They  may  be  created  according  to  definite 
plans  of  organization  designed  to  apply  the  sound  prin- 
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ciples  of  organization,  or  they  may  develop  themselves 
in  the  natural  course  of  events  outside  a  definite  plan. 
The  best  organizing  policy,  however,  is  planned  in  appli¬ 
cation  of  definite  principles  which  enable  management 
to  guard  against  underdepartmentalization  on  the  one 
hand  and  overdepartmentalization  on  the  other  hand. 
Otherwise,  departmentalizing  may  go  its  way  with  too 
little  thought  as  to  the  real  need  for  it. 

In  fact,  the  pendulum  is  swinging  away  from  further 
departmentalization  in  some  of  the  larger  companies. 
One  large  electrical  company  has  launched  a  campaign 
for  what  it  calls  “decentralized”  management.  The 
executives  of  this  company  came  to  the  conclusion  that 
the  large  number  of  special  departments  in  the  organi¬ 
zation  had  been  created  solely  because  they  (the  execu¬ 
tives)  had  permitted  the  development  of  a  deep-rooted 
departmentalizing  habit.  Instead  of  having  all  wood¬ 
work  done  in  one  central  woodworking  department,  for 
example,  they  now  have  a  few  woodworking  machines 
sprinkled  about  thruout  the  dozen  or  so  departments 
that  require  them.  Prompter  work  has  been  the  result, 
with  less  “back  tracking”  of  product,  as  well  as  reduced 
cost.  This  company,  however,  has  a  minimum  assort¬ 
ment  of  woodworking  machines  in  a  central  woodworking 
department.  In  placing  other  woodworking  machines  in 
the  different  departments  of  the  plant,  it  was  necessary 
to  install  only  machines  that  could  be  kept  busy  all  the 
time  with  work  in  those  departments. 

There  is  another  side  to  the  foregoing  plan  of  organi¬ 
zation.  When  all  of  one  kind  of  work  is  centralized  in 
one  special  department,  it  may  then  be  possible  to  do 
all  the  work  of  that  kind  on  fewer  machines  and  better 
avoid  idleness.  In  any  case,  the  object  is  to  strive  to 
get  as  near  as  possible  to  100  per  cent  activity  for  the 
equipment.  This  not  only  applies  to  the  organization 
of  equipment,  as  in  the  case  of  the  woodworking  ma- 
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chines,  but  also  to  the  organization  of  the  personnel  of 
management,  according  to.  the  following  principle: 

So  divide  and  assign  responsibility  and  delegate 
authority  as  to  employ  the  executives  of  the  business 
as  nearly  at  100  per  cent  of  their  capacity  as  possible. 

This  principle  calls  for  giving  each  executive  as  large 
a  part  of  the  total  responsibilities  in  managing  a  busi¬ 
ness  as  he  alone  is  capable  of  taking  care  of  efficiently. 
If  one  executive  can  efficiently  handle  two  or  more 
departments,  it  is  usually  wise  to  let  him  do  it. 

The  matter  of  departmentalizing  a  business  cannot  be 
well  handled  apart  from  consideration  of  the  capacity 
of  the  executives  in  the  organization  to  take  on,  and 
handle  well,  added  responsibilities.  Dividing  the  busi¬ 
ness  into  departments  may  be  overdone  or  underdone. 
No  hidebound  rule  can  be  laid  down  as  to  the  best  divi¬ 
sion  into  departments.  Each  case  must  be  decided  upon 
its  merits.  Departmentalizing,  like  every  other  phase 
of  organization,  cannot  wisely  be  taken  for  granted  as 
a  good  thing,  and  applied  wholesale.  All  factors  must 
be  weighed  and  the  “why”  answered.  In  general,  how¬ 
ever,  it  is  better  to  have  relatively  few  rather  than 
many  cooperating  departments  and  fewer  department 
heads  with  equal  authority  as  between  themselves  in 
their  relation  to  general  management. 

Departmentalizing,  however,  offers  opportunities  for 
stimulating  competition  and  friendly  rivalry  between 
departments.  This  requires  skillful  guidance  to  avoid 
animosity;  but  when  kept  within  reasonable  bounds, 
internal  competition  between  department  heads  to  make 
the  best  showing  is  a  healthy  policy.  This  important 
matter  of  healthy  rivalry  is  a  subject  that  comes  up 
later  on  in  the  division  of  this  course  on  Managing  Men. 

The  Departmental  Profit-and-Loss  Principle.  One  manu¬ 
facturing  concern,  which  has  its  business  carefully  depart¬ 
mentalized,  runs  each  department  as  a  separate  business. 
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Each  department  must  show  a  “dividend”  in  order  to 
stay  in  the  business — without  a  change  of  executives. 
The  principle  underlying  this  policy  is  this: 

Any  department  that  cannot  either  directly  or  indi¬ 
rectly  show  a  profit  from  its  operation  should  either 
be  absorbed  by  another  department  or  undergo  a 
change  in  management. 

This  make-good-or-get-out  principle  of  management, 
however,  requires  very  careful  handling.  But  it  works 
for  the  manufacturer  mentioned  above.  He  even  goes 
so  far  as  to  ask  outside  concerns  to  bid  on  certain  jobs 
that  are  ordinarily  handled  in  one  of  his  departments. 
If  his  department  cannot  meet  the  outside  price,  the 
order  goes  outside.  His  printing  jobs,  for  example,  have 
gone  outside  upon  many  occasions,  altho  he  has  a  well- 
equipped  printing  department.  It  is  an  interesting  fact 
also  that  some  of  his  departments  occasionally  do 
work  for  outside  concerns  when  that  outside  work  is 
more  profitable  than  work  at  hand  for  this  manufacturer, 
or  when  the  department  needs  outside  work  to  keep  it 
busy  to  capacity.  Thus  does  this  manufacturer  apply 
the  principle  of  letting  each  department  stand  on  its 
own  feet  as  a  contributor  to  the  profits  of  the  business 
as  a  whole. 

The  general  principle  involved  is  sound,  but  it  cannot 
be  applied  in  every  department  or  in  every  business. 

A  Test  for  Flexibility  of  Organization.  When  the  need 
for  a  new  department  of  a  business  develops,  the  flexi¬ 
bility  of  the  plan  of  organization  is  tested  by  the  ease 
or  difficulty  involved  in  fitting  the  new  department  into 
the  business. 

Suppose  that  advertising  comes  to  be  accepted  as  a 
valuable  part  of  the  sales  work  of  a  business.  If  the 
organization  of  the  business  is  sufficiently  flexible,  adver¬ 
tising  will  be  given  a  full  and  fair  chance  to  show  what 
it  can  do  in  that  particular  company  as  a  new  depart- 
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ment.  It  will  not  necessarily  be  chucked  into  any  one 
“pigeon  hole”  of  the  present  organization.  Even  tho 
the  advertising  problem,  at  the  start,  is  not  of  sufficient 
importance  to  justify  an  advertising  department  as  such, 
yet  proper  flexibility  permits  this  responsibility  to  be 
placed  definitely  and  clearly  into  capable  hands  some¬ 
where  inside  or,  if  more  advisable,  outside  the  organiza¬ 
tion.  Advertising  will  have  the  attention  of  the  one 
person  already  inside  the  organization  who  is  qualified 
to  handle  it;  or  flexibility  will  permit  going  outside  to 
bring  in  such  a  person. 

The  authority  of  this  person  will  reach  directly  up  to 
some  higher-up  executive  in  the  organization  who  is 
capable  of  exercising  any  necessary  supervision  of  the 
new  department;  and  this  capability  should  be  assured, 
no  matter  how  high  up  it  may  be  necessary  to  go  in 
order  to  reach  capable  ultimate  authority  in  dealing  with 
the  problem  of  establishing  advertising  policies  or  any 
other  problem  which  goes  beyond  the  powrer  to  handle 
of  the  one  in  direct  charge  of  advertising.  It  is  a  princi¬ 
ple  of  efficient  organization  that — 

Authority  to  make  important  decisions  must  be  placed 
where  there  is  full  capability  for  making  these 
decisions. 

This  principle  does  not  necessarily  mean  that  all 
important  decisions  will  always  be  made  by  men  high 
up  in  the  organization,  not  unless  there  is  lack  of  full 
capability  somewhere  lower  down  in  the  organization. 
It  does  mean,  however,  that  a  sales  manager,  for  example, 
who  does  not  know  much  about  advertising,  and  who 
may  have  little  sympathy  for  it,  will  not  be  given 
authority  over  the  advertising  manager  or  man,  even 
tho  the  sales  manager  may  happen  also  to  be  a  vice 
president  of  the  company  in  charge  of  all  sales  activities. 

It  is  always  a  serious  mistake  to  place  authority  to 
make  decisions  where  ability  to  make  sound  decisions 
does  not  exist. 
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WHAT  IS  GOOD  ORGANIZATION 

In  concluding  this  very  brief  preliminary  survey  of 
the  organization  problem,  let  us  now  consider  what  is 
good  organization  in  general. 

We  have  seen  that  operating  organization — which  is 
the  kind  of  organization  here  involved — consists,  funda¬ 
mentally,  of  a  division  of  responsibilities  and  the  dele¬ 
gation  of  each  responsibility  into  capable  hands,  with 
the  assignment  of  adequate  authority  for  the  efficient 
performance  of  the  duties  that  arise  in  the  course  of 
taking  good  care  of  that  particular  responsibility. 

Thus  there  are  three  fundamental  problems  involved 
in  building  a  good  organization: 

1.  Division  of  responsibility. 

2.  Delegation  of  responsibility. 

3.  Delegation  of  authority. 

Given  good  division  of  responsibilities  and  wise  choice 
in  delegating  those  responsibilities  to  the  members  of 
an  organization — to  whom  adequate  authority  for  origi¬ 
nating  orders  and  instructions  necessary  in  handling  the 
responsibilities  may  safely  be  given,  including  authority 
to  choose  helpers  and,  in  turn,  delegate  lesser  responsi¬ 
bilities  to  them — and  you  have  a  good  organization. 

A  good  organization  is  an  invaluable  factor  in  busi¬ 
ness  success.  It  cannot  be  built  up  overnight,  nor 
easily  replaced  if  torn  down.  So  important  is  ability 
to  build  a  strong  organization  as  a  means  of  attaining 
distinctive  success  in  business,  that  other  parts  of  this 
course  of  training  will  cover  every  angle  of  this  problem 
and  all  important  principles  that  are  applied  by  suc¬ 
cessful  men  in  solving  it. 

#***•**■* 

This  completes  our  preliminary  survey  of  the  main 
departments  and  problems  of  business  management.  We 
have  uncovered  some  of  the  basic  principles  of  success¬ 
ful  business  management,  including  economic  funda- 
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mentals  which  deal  with  the  broad  and  vital  relation¬ 
ships  of  cause  and  effect  in  the  business  world  as  a 
whole.  We  are  now  better  able  to  think  in  terms  of 
underlying  principles  which  serve  as  guides  to  sound 
decisions  on  important  matters  of  business  management. 
We  appreciate  the  great  importance  of  understanding 
the  principles  that  underlie  all  successful  management — 
and  of  developing  ability  to  apply  them  in  all  depart¬ 
ments  of  business  activity.  We  know  the  great  value 
of  broad  and  sound  training  in  business  management, 
and  we  have  gained  a  good  start  on  the  way  to  our  final 
objective. 

Such  has  been  our  accomplishment  in  completing  the 
first  eight  of  the  100  Executive  Manuals  in  our  course 
of  training.  But  we  have  not  yet  quite  reached  our 
first  major  milestone — not  until  we  shall  have  tested  our 
understanding  of  the  principles  presented  in  Executive 
Manual  8  and  shall  have  added  to  our  training  the 
experience-opportunity  offered  in  carefully  working  out 
Executive  Problem  8.  Then,  having  handled  Executive 
Problem  8,  we  shall  be  ready  for  one  of  the  most  vital 
and  interesting  parts  of  this  training  course,  entitled 
Developing  the  Executive  Mind.  In  this,  the  second, 
major  step  in  our  training  for  executive  work,  we  shall 
become  well  acquainted  with  all  those  basic  psychological 
principles  that  underlie  the  trained  executive’s  keen 
insight  into  human  nature — that  develop  ability  to  con¬ 
centrate,  to  be  more  observing,  to  think  more  clearly, 
to  remember  better,  to  keep  our  emotions  in  check,  and 
to  develop  good  judgment. 

Ability  to  cause  others  to  feel  and  think  and  act  as 
we  want  them  to  is  by  all  odds  one  of  the  most  funda¬ 
mental  and  vital  of  the  requirements  for  success  in  execu¬ 
tive  work;  for  an  executive  is  the  man  in  business  who 
assigns  and  directs  the  work  of  others.  His  success  is 
directly  proportionate  to  his  ability  to  get  others  to  think 
and  feel  and  act  as  he  wants  them  to.  This  ability  is 
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also  most  basic  in  the  requirements  for  success  in  sales¬ 
manship — and  every  executive  must  be  a  good  salesman 
in  the  broad  meaning  of  the  term.  He  must  be  able  to 
sell  himself  and  his  ideas  to  others. 

In  taking  up  the  following  eight  manuals,  remember 
that  by  your  study  and  application  you  will  be  enlarging 
your  own  mental  capacity  while  you  are  getting  the 
fundamental  training  that  underlies  success  in  dealing 
with  the  human  element  in  management — which  must 
be  dealt  with  at  every  turn. 


CHECK-UP  ON  PRINCIPLES 

Use  the  following  check-up  to  get  the  principles  of  this  manual 
firmly  fixed  in  mind.  This  will  help  you  to  handle  the  problem 
which  follows.  This  check-up  is  entirely  for  your  own  personal 
use,  so  you  need  not  send  it  to  the  University. 


1.  The  sales  manager  of  a  large  wholesale  house  has 
worked  out  a  sales-quota  plan.  A  clerical  force  varying 
from  three  to  five  will  be  required  to  handle  the  records 
of  the  individual  salesmen.  This  is  work  which  the  office 
organization  can  perform,  but  the  sales  manager  insists 
it  be  done  in  his  own  division  even  at  additional  expense, 
in  order  that  he  can  keep  closely  in  touch  with  it.  Would 
it  be  wuse  to  assign  to  the  sales  division  this  work  which 
the  office  can  handle  economically? 


Check 


Yes 


No 


2.  In  a  clothing  house  that  is  building  a  central 
stenographic  department,  the  purchasing  department 
wants  to  retain  its  present  staff  of  stenographers.  Inves¬ 
tigation  shows  that  the  buyers  are  frequently  away  on 
trips  and  that  their  stenographers  must  handle  many 
routine  matters  for  them  while  they  are  awray.  Would 
it  be  sound  to  make  an  exception  in  view  of  these  facts? 


3.  A  company  manufacturing  a  small  specialty  has 
standardized  its  manufacturing  process.  Instead  of  accu¬ 
mulating  actual  costs  day  by  day,  normal  costs — 
established  by  averaging  actual  costs  over  a  period  of 
years — are  used.  From  time  to  time  cost  studies  are 
made  in  the  various  departments  to  find  if  any  variations 
from  standard  are  developing.  Is  this  use  of  normal 
instead  of  actual  costs  based  on  sound  principles? 


4.  The  wagon  drivers  of  a  dairy  company  make  all 
collections  from  customers  on  their  routes.  It  has  been 
suggested  that  each  week  a  list  of  drivers  be  posted, 
listing  them  in  order  by  the  percentage  of  total  collec¬ 
tions  they  have  made.  Is  this  a  desirable  use  of  reports? 


5.  In  an  army,  authority  and  responsibility  taper 
down  from  the  commanding  officer  to  noncommissioned 
officers.  The  extent  'of  authority  assigned  in  each 
instance  is  clearly  defined  and  the  authority  of  each 
officer  is  absolute  within  the  limits  authorized.  Is  this 
good  business  organization? 
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6.  A  company  manufacturing  a  technical  product  has 
a  large  advisory  staff  and  several  committees.  This  staff 
and  these  committees  determine  such  matters  as  stand¬ 
ards  of  quality,  methods  of  procedure,  and  policies  as 
to  employe  relations.  Operating  executives  are  governed 
both  as  to  policy  and  practice  by  the  recommendations 
of  these  committees.  Is  this  good  organization? 

Che 

Yes 

;ck 

No 

7.  D.  C.  Wills,  chairman  of  the  Federal  Reserve 
Bank  of  Cleveland,  says:  “Sometimes  the  more 
smoothly  a  department  or  organization  runs,  the  less  it 
accomplishes,  simply  because  it  cannot  meet  emer¬ 
gencies.”  Does  this  statement  embody  an  application 
of  one  of  the  principles  you  have  learned? 

8.  It  was  the  custom  of  one  of  America’s  most  suc¬ 
cessful  business  men  in  appointing  an  executive  to  an 
important  post  to  tell  him  what  was  expected  of  him, 
assure  him  of  his  full  authority  to  act  in  accordance  with 
his  best  judgment,  and  then,  without  a  word  of  sugges¬ 
tion  or  advice,  commission  him  to  go  ahead.  Is  this 
a  policy  that  can  be  generally  applied? 

9.  In  a  small  but  rapidly  growing  sales  agency,  three 
small  groups  have  developed  as  follows:  A  typist  group 
of  six  typists,  a  duplicating  group  of  eight  equipped 
with  three  duplicating  machines  of  different  make,  and 
an  office-supply  group  of  five.  Each  group  has  its  own 
supervisor.  It  is  proposed  that  these  three  groups  be 
organized  as  a  service  department  and  the  supervisor  of 
the  duplicating  group,  who  has  been  particularly  suc¬ 
cessful  in  giving  good  service  under  none  too  satisfactory 
conditions,  be  made  chief  of  the  department.  Is  this  an 
application  of  a  sound  principle? 

10.  An  insurance  company  requires  its  printing 
department  to  bill  all  departments  served  at  current 
rates  charged  by  commercial  printing  houses,  and  to 
render  monthly  statements  showing  the  profit  or  loss 
for  the  month.  Is  this  good  management? 

11.  The  credit  manager  of  a  department  store  has 
established  himself  in  such  a  dominating  position  as  a 
result  of  the  unusual  results  he  obtains  that  his  decisions 
as  to  credit  policies  are  never  questioned;  in  fact,  are 
not  even  submitted  to  the  management  for  their 
approval.  Is  this  a  safe  policy? 

Executive  Problem  8 


DEVELOPING  A  BALANCED 
ORGANIZATION 

Applying  Principles  of  Organization 

Under  The  LaSalle  Problem  Method 


THE  experience  you  will  get  in  applying  the 
principles  of  business  management  involved 
in  this  executive  problem  will  give  you  in¬ 
creased  confidence  in  your  knowledge  and  a 
greater  assurance  in  your  ability  to  handle 
situations  that  may  arise  in  your  own  business 
relations. 


Prepared  by  the  Research  and  Consultation 
Staff  of  LaSalle  Extension  University  from  an 
interesting  problem  which  it  has  carefully  in¬ 
vestigated  and  analyzed. 


Your  Study  Procedure 

When  you  have  carefully  read  and  studied  the  Executive 
Manual  and  have  used  the  Check-Up  on  Principles  to 
secure  a  better  grasp  on  principles,  you  are  ready  for  the 
final  step. 

Tho  it  will  take  you  only  a  short  time,  relatively,  to  take 
your  final  step,  a  very  great  personal  benefit  awaits  your 
reading  and  handling  of  the  executive  problem. 

What  is  true  of  this  problem  is  true  of  all  of  them.  You 
read  a  Statement  of  Facts,  observe  what  are  the  more  im¬ 
portant  facts,  analyze  these  facts  to  get  at  ttie  heart  of  the 
situation,  reach  a  decision  regarding  the  best  thing  to  do, 
reach  judgment,  and  act  accordingly. 

The  facts  as  presented  are  representative  of  what  execu¬ 
tives  face.  They  have  been  especially  selected  because  they 
present  a  practical  business  situation  which  is  comprehen¬ 
sive  and  makes  it  possible  for  you  to  apply  practically  every 
fundamental  principle  presented  in  the  manual.  You  will 
employ  your  powers  of  analysis  in  the  manner  and  form 
that  is  characteristic  of  successful  executive  analysis  and 
will  decide  and  act  as  executives  do. 

When  you  have  carefully  digested  the  Statement  of  Facts 
in  the  problem,  you  are  ready  to  take  up  your  Working 
Papers.  These  WYrking  Papers  are  developed  in  the  form 
which  corresponds  closely  to  that  in  which  a  real  executive 
gets  his  facts  together,  thinks  them  over,  decides  upon  them, 
and  initiates  whatever  action  is  necessary.  You  will  be 
able  to  reach  your  decision  with  very  little  writing,  for  a 
premium  in  business,  as  well  as  in  this  plan  of  training,  is 
placed  upon  headwork  rather  than  upon  penmanship. 

When  you  have  completed  your  Working  Papers,  send 
them  to  the  Business  Management  Instruction  Staff,  who 
will  give  them  careful,  individual,  and  personal  attention. 
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Executive  Problem  8 

DEVELOPING  A  BALANCED  ORGANIZATION 

THE  STATEMENT  OF  FACTS 

The  National  Stationery  Company  manufactures  stationery  spe¬ 
cialties.  Its  dominant  position  in  the  field  has  been  reached  after 
a  period  of  cutthroat  competition  which  has  marked  the  develop¬ 
ment  of  the  industry.  The  founder  was  a  very  able  and  aggressive 
salesman,  with  ability  to  organize  an  unusually  efficient,  aggressive 
sales  force.  His  interests  and  genius  ran  in  this  one  direction  how¬ 
ever;  consequently  his  aggressive  sales  policy  was  pushed  without 
due  regard  to  its  effect  on  manufacturing  or  financial  policies.  There 
is,  therefore,  a  very  general  feeling  on  the  part  of  the  management 
that  the  company  has  developed  to  a  point  where  considerable 
thought  should  be  given  to  its  organization.  A  committee  had  been 
appointed  to  study  the  business  comprehensively  and  recommend  a 
plan  of  reorganization. 

1.  STATEMENT  OF  CONDITIONS  FOUND 

1.  Sales.  It  was  found  that  no  policy  or  established  practices 
existed  as  regards  terms,  prices,  standards  of  quality,  and  process  of 
delivery.  Salesmen  practically  quoted  their  own  prices,  cutting 
prices  with  customers  that  were  hard  to  sell  to  and  making  up  on 
customers  that  were  easy  to  sell  to.  Catalog  prices  were  likewise 
disregarded,  the  policy  of  meeting  and  bettering  any  competitors’ 
terms  being  followed.  In  the  same  way,  special  terms  of  payment, 
special  delivery  terms,  and  special  service  were  offered  freely. 

Because  sales  managers  were  located  in  distant  cities  and  visited 
the  factory  and  general  office  only  infrequently,  contact  between 
sales,  manufacturing,  and  financial  departments  was  lacking. 

2.  Manufacture.  It  was  not  possible  to  follow  definite  manu¬ 
facturing  policies,  because  of  the  lack  of  definite  sales  planning,  of 
uniformity  as  to  sales  practice — granting  of  special  delivery  dates, 
special  discounts,  terms,  etc.  The  following  conditions  prevailed: 

(a)  The  development  of  an  unlimited  number  of  articles  with 
varying  styles  and  designs. 

(b)  Constant  fall-down  on  delivery  because  of  unreasonable 
promises  to  customers  by  sales  force. 

(c)  Unevenness  of  work — slackness  in  some  parts  of  factory 
while  others  were  rushed,  or  general  slackness  with  laying 
off  of  men,  followed  by  periods  when  goods  could  not  be 
turned  out  fast  enough  and  overtime  and  special  shifts 
were  needed. 
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(d)  Inability  to  plan  purchases  so  as  to  buy  in  large  lots. 

(e)  Lowered  quality  and  increased  costs  of  manufacture 
because  of  general  lack  of  organization. 

(f)  Lowered  productivity,  due  to  the  lack  of  organization. 

(g)  High  labor  costs. 

3.  Finance.  Credits  and  Collections. 

(a)  Standardization  of  credit  terms  impossible. 

(b)  Freedom  with  which  salesmen  offered  special  terms  and 
catered  to  customers  generally  made  collections  difficult. 

(c)  Relatively  large  percentage  of  bad  accounts  unavoidable. 

(d)  Collection  costs  necessarily  very  high. 

Current  Financing.  Cash  receipts  on  sales — that  is,  the 
amount  actually  collected  on  the  average  sale — was  low. 

Lack  of  standard  terms  made  it  difficult  to  estimate  income  from 
sales  week  to  week  and  month  to  month. 

Lack  of  sales  planning  and  of  organization  to  secure  evenness  of 
production  and  efficient  purchasing  policies  make  general  financing 
of  a  hand-to-mouth  sort  necessary. 

II.  RECOMMENDATION  OF  COMMITTEE 

After  several  months’  study  the  committee  submits  a  report  con¬ 
sisting  of  the  following  recommendations: 

1.  Organization  of  Merchandise  Committees.  The  merchandise 
will  be  divided  into  five  principle  classes.  For  each  class  a  merchan¬ 
dise  committee,  consisting  of  representatives  of  sales  and  manufac¬ 
turing,  including  purchasing,  divisions  will  be  formed  for  the  purpose 
of  correlating  sales  efforts  with  a  sound  manufacturing  program. 
The  duties  of  the  committee  will  be — 

(a)  Determination  and  standardization  of  the  items  in  each 
line. 

(b)  Standardization  of  service. 

(c)  Estimate  of  total  annual  sales  for  the  business  as  a  whole 
and  for  each  item. 

(d)  Actual  monthly  scheduling  of  the  amount  of  each  item 
needed  for  current  sales  in  view  of  production  capacity. 

2.  Organization  of  Financial  Committee.  A  committee,  con¬ 
sisting  of  the  treasurer,  the  general  manager,  representing  sales  and 
production,  the  general  purchasing  agent,  and  the  credit  manager, 
will  plan  finances  on  the  basis  of  sales  and  manufacturing  programs 
and  lay  down  general  policies  for  day-to-day  finance  and  credit 
granting. 
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3.  Establishment  of  Definite  Sales  Policies.  The  salesmen  will 
be  required  to  adhere  strictly  to  prices,  terms,  and  service  conditions 
laid  down  by  the  two  committees. 

The  principal  sales  appeal  should  be  on  the  basis  of  intrinsic 
value  of  goods.  Short  educational  courses  in  the  factory  will  be 
given  all  salesmen. 

4.  Planning  and  Scheduling  of  Production.  To  make  sure  that 
the  programs  and  schedules  as  laid  down  by  the  merchandise  com¬ 
mittee  are  adhered  to,  planning  and  operation  will  be  physically 
separated  by  the  creation  of  a  centralized  planning  department. 

The  planning  department  will  be  responsible  for  determining  the 
order  in  which  work  is  sent  thru  the  plant,  for  scheduling  all  orders 
from  the  time  received  until  delivered  boxed  to  the  shipping  floor, 
for  making  any  adjustments  in  schedules,  and  so  on.  This  will 
leave  the  operating  units  free  to  devote  all  their  time  to  actual 
manufacture. 

Operation  will  be  thoroly  standardized  in  every  way,  all  work 
being  scheduled  on  a  basis  of  standard  time  determined  by  time 
study. 

5.  Establishment  of  Definite  Financial  Policies.  Aside  from  the 
broad  planning  of  finance  by  means  of  the  financial  committee,  a 
thoro  study  will  be  given  to  the  matter  of  credit  terms — to  the  estab¬ 
lishment  of  definite  policies  as  regards  good  credit  risks  and  to  the 
establishment  of  standard  terms  of  payment. 

6.  Miscellaneous  Recommendations.  Sales  managers’  headquar¬ 
ters  shall  be  removed  to  the  home  office.  Sales  managers  shall 
co-operate  with  factory  executives  in  all  matters  of  service,  and  with 
them  shall  be  held  responsible  for  adherence  to  conditions  specified 
by  merchandise  committee. 

Both  factory  executives  and  chairmen  of  the  merchandise  com¬ 
mittees  shall  spend  a  certain  part  of  each  year  in  traveling  into  the 
sales  territories. 

III.  YOUR  ANALYSIS  OF  THE  PROBLEM 

In  the  working  papers  that  accompany  this  executive  problem, 
you  will  analyze  in  considerable  detail  the  recommendations  made 
by  the  committee  and  will  make  a  most  interesting  application  of 
many  of  the  principles  developed  in  this  last  executive  manual  and 
of  some  of  the  operating  principles  of  sales,  production,  and  finance. 
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